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P's subsidiaries, COB and FSB, issued Visa and
MasterCard credit cards. Anobng the various revenues
received fromthe credit card busi ness, COB and FSB
earned interchange. Interchange is incone earned by an
i ssuer of Visa and MasterCard credit cards which
accrues to the issuer each tinme a cardhol der uses a
credit card for a purchase. It is alnbst always
cal cul ated as a percentage of the total purchase plus,
in sone I nstances, a small fixed anobunt.

When a cardhol der used a credit card to purchase
an itemfroma nerchant, the cardhol der agreed to pay
COB or FSB the full purchase price of the item
However, because of the way the Visa and MasterCard
systens operated, COB and FSB aut horized Vi sa and
MasterCard to withdraw a | esser anount from Capita
One’ s account which eventually was delivered to the
merchant. The difference between the purchase price
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and the amount Visa or MasterCard withdrew from Capita
One’s account was the interchange on the transaction.

COB and FSB treated interchange as creating or
i ncreasing original issue discount (O D) on the pool of
| oans to which the interchange rel ated under sec.
1272(a)(6) (O (iii), I.RC R argues that interchange
is a fee for a service paid by the nerchant or the
mer chant’ s bank, and not by the borrower. Furthernore,
R argues that interchange is not economcally
equivalent to interest and therefore may not be treated
as O D under sec. 1272(a)(6)(O(iii), I.RC. Ps argue
that COB and FSB acquired the credit card | oans at a
di scount, the discount being the anount of interchange,
and therefore interchange was properly treated as O D.

In our previous Opinion in this case, Capital One
Fin. Corp. v. Comm ssioner, 130 T.C 147 (2008), we
held that a taxpayer was required to foll ow all
procedures put in place by the Comm ssioner to change
its nmethod of accounting in accordance with sec.
1272(a)(6) (O (iii), I.RC FSB did not request to
change its nmethod of accounting by filing Form 3115,
Application for Change in Accounting Method, with its
return.

Sec. 1272(a)(6) (O (iii), I.RC., provides a
specific formula by which OD accruals should be
cal cul ated on a debt instrunent subject to prepaynent
such as a pool of credit card | oans. Sec.
1272(a)(6) (O (iii), I.RC requires the use of a
prepaynment assunption. COB used a fornula devel oped by
the accounting firmKPMG (KPMG nodel ). R rai ses
several issues with respect to the KPMG nodel, arguing
that it did not conply with sec. 1272(a)(6)(C(iii),
|. R C., and that the results produced by the nodel were
unr easonabl e.

COB and FSB issued certain Visa and MasterCard
credit cards known as M| esone cards which all owed
cardhol ders to earn 1 mle for every dollar used for a
purchase transaction, with certain limtations. A
cardhol der earned no mles for fees or finance charges
incurred. When a cardhol der reached a certain nunber
of mles, they could be redeened for airline tickets.
COB and FSB deducted the estimted future cost of
redeeming the mles under sec. 1.451-4, Incone Tax
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Regs., which allows a taxpayer to deduct from sal es
revenues an estimate of the expenses associated with
redeem ng coupons that were issued with sales.

Hel d: Interchange is not a fee for any service
ot her than the |l ending of noney. The issue price of a
credit card loan is the price paid for the | oan, which
is the amount withdrawn from COB's and FSB' s account
and deposited with the nerchant’s bank. Therefore,
interchange is properly treated as O D under sec.
1272(a)(6) (O (iii), I.RC

Hel d, further: FSB did not follow the required
procedures to change its nethod of accounting in
accordance wth sec. 1272(a)(6) (O (iii), I.RC
Therefore, FSB may not treat interchange and overlimt
fees as A D

Hel d, further: The KPMS nodel did not conply with
sec. 1272(a)(6), I.R C, in that: (1) The nodel
i ncluded in the beginning issue price of the debt
instrunment additions to principal which occurred after
the first day of the accrual period; (2) the nodel
incorrectly cal culated the paynent rate by including
additions to principal which occurred after the first
day of the accrual period; and (3) the nodel
incorrectly calcul ated the paynent rate by applying
paynments to finance charges which accrued during the
period. Paynments should first be applied to the prior
mont h’ s accrued finance charges, and not the current
month’s finance charges. |In all other respects, the
KPM5 nodel was reasonabl e.

Hel d, further: The mles issued by COB and FSB
were not issued with sales, and COB and FSB di d not
have gross receipts with respect to sales within the
meani ng of sec. 1.451-4, Incone Tax Regs. Therefore,
they may not deduct the estimated costs of redeem ng
the mles pursuant to sec. 1.451-4, Inconme Tax Regs.,
but nust do so under the all events test as to those
anounts that are fixed and known and for which econom c
per f ormance has occurred.
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HAI NES, Judge: Respondent determ ned deficiencies in, and

penalties with respect to, petitioners’ Federal incone taxes as

follows:?
Penal ty

Year Defi ci ency Sec. 6662(a)
1995 $1, 459, 146 N A
1996 7,162, 060 N A
1997 37, 656, 474 $5, 487, 734
1998 72,995, 902 5, 220, 381
1999 175, 286, 436 13, 194, 525

Capital One Financial Corp., through its principa
subsidiaries Capital One Bank (COB) and Capital One, F.S.B. (FSB)
(collectively Capital One),2 is anong the world s | argest issuers
of Visa and MasterCard credit cards. |Its headquarters is in
Virginia. After concessions,?® three issues remain for our

decision, all of which are issues of first inpression and relate

1Unl ess ot herw se indicated, section references are to the
I nternal Revenue Code (Code), as anmended. Rule references are to
the Tax Court Rules of Practice and Procedure.

2\ refer to COB and FSB individually only when the
difference is material to our analysis.

3The parties were able to settle nmany issues, including al
i ssues with respect to petitioners’ 1995 and 1996 tax years.
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to the proper tax treatnment of Capital One’s inconme and expenses
fromits credit card business.

The first issue is whether certain credit card i ncome, known
as interchange, is properly recognized at the tinme the
i nt erchange accrues under the all events test (when the
cardhol der’s credit card purchase is settled through either the
Visa or MasterCard system) or whether it is properly recognized
over the anticipated life of the pool of credit card loans to
whi ch the interchange rel ates under section 1272(a)(6)(C(iii).
We hold that interchange may be recogni zed over time as original
i ssue discount (O D) under section 1272(a)(6)(CO (iii).

The second issue i s whether COB and FSB properly cal cul ated
the anpbunt of O D for interchange and overlimt fees.* W hold
that the fornmula COB used to calculate OD, wth nodifications
required by the O D rules generally and section 1272(a)(6)
specifically, as set forth infra, is reasonable.

The third issue is whether Capital One may deduct under
section 1.451-4, Incone Tax Regs., the estinmated cost of future
redenptions of “mles” it issued to certain cardhol ders which

could be redeened for airline tickets. W hold that Capital One

“Subsuned in this issue is whether FSB is precluded from
treating interchange and overlimt fees as creating or increasing
O D on the pool of loans to which it relates because it did not
request to change its nethod of accounting. W hold that FSB did
not request to change its nmethod of accounting and nmay not treat
i nterchange or overlimt fees as AD.
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may not deduct those costs pursuant to section 1.451-4, |ncone
Tax Regs., but nmust do so under the all events test as to those
anmounts that are fixed and known and for which econom c
per f ormance has occurred.

The parties have stipulated many of the facts and they are
so found. The stipulations of facts and the exhibits attached
thereto are incorporated herein. For the nost part the three
i ssues are discrete, and for conveni ence we have set forth bel ow
separately our Findings of Fact and Opinion for each issue.

| ssue 1: | nt er change

FI NDI NGS OF FACT

A. An I ntroduction to |Interchange

| nterchange is incone earned by an issuer of MasterCard or
Visa credit cards which accrues to the issuer every tine a
cardhol der uses a card for a purchase. |Interchange is typically
cal cul ated as a percentage of the total anount of the purchase
plus, in nost but not all instances, a small fixed fee.

To better understand interchange, respondent suggests we
revi ew how and why i nterchange devel oped and the contractual
rel ati onshi ps between the nmultiple parties in a credit card
transaction, as well as the interchange systens in other paynent
card systens such as signature debit cards and persona
identification nunber (PIN) debit cards. Petitioners, on the

ot her hand, woul d have us focus on the econom cs of the credit
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card transaction, specifically the cashflows. [In nmaking our
determnation, we do not |imt our analysis to one aspect or one
vi ewpoi nt of the interchange system

B. The H storical Roots of the Credit Card | ndustry and
| nt er change

Paynent card systens, |ike those of Visa and MasterCard,
facilitate transactions between nerchants and cardhol ders. They
al |l ow consuners a conveni ent way to purchase goods w t hout having
to carry cash or use a check. Merchants also benefit from
paynment card systens because they open thenselves up to nore
potential consunmers and they receive sone assurance of paynent
and protection from fraud.

Hot el s, gas conpani es, and departnent stores began issuing
paynment cards to sone of their custonmers in the early 20th
century. Such a card was usually accepted only by the nerchant
who issued the card. Sone of the paynent cards offered their
cardholders a line of credit, while others required the
cardhol der to pay the balance in full by a fixed date, for
exanpl e 30 days after a nmonthly statenment was issued.?®

In the 1950s a new type of paynent card system was created,
Diner’s Club, and shortly thereafter American Express created a

simlar system Unlike previous cards issued by a single

°Cards that require full paynment and do not all ow
cardhol ders to carry a balance fromnonth to nonth are known in
t he banki ng industry as charge cards.
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merchant, Diner’s Club and Anerican Express cards were accepted
by many different nmerchants if the nmerchant had joined the
respective system Diner’s Club adopted the follow ng price
structure, known by sone in the paynent card industry as a
“merchant’s pay” structure: cardholders paid a $3 annual fee and
the merchants received 93 percent of the cardhol der’s total
charge.® The difference between the anmount of the cardhol der’s
charge and the anobunt the nmerchant received was retained by the
i ssuer and was known as nerchant discount. Anerican Express set
a slightly higher annual fee and smaller nerchant di scount than
D ner’s C ub.

The Diner’s Cub and Anerican Express systens involved three
parties: the cardholder, the nmerchant, and the card issuer. 1In
t hese systens the card issuers not only issued cards to
cardhol ders; they also recruited nerchants to join the system and
processed the card transactions. O the various paynent card
systens, this three-party systemis known as the “go it al one”
system because the card i ssuer perforned the various functions
necessary to operate the system

In 1958 Bank of Anerica also chose to go it al one and began
issuing its own paynent cards, called BankAnmericards, which were

credit cards in that cardholders could carry a balance from nonth

As we will see, respondent argues that the nerchant has
paid 7 percent of the charge to the bank, and petitioners argue
that the bank has received funds net of a 7-percent discount.
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to nonth. Later on, in an effort to conpete with Diner’s O ub
and Anerican Express, Bank of America franchised its cards to
sel ected banks across the country. Each franchi see operated the
program i ndependently using the BankAmericard name, and
participating nerchants accepted all cards carrying the nane
whet her they were issued by Bank of Anerica or one of the
franchi sees. Franchi sees paid Bank of Anmerica .5 percent of
purchase volune plus a franchise entry fee. This was known as
t he franchi se nodel

A third nodel developed in the 1960s, the bank associ ati on.
The idea was that banks woul d cooperate at the card system| evel
by setting operational standards and fees. Each bank woul d
conpete for cardholders as well as nerchants. The association
menbers agreed that a cardholder carrying a card issued by any
menber bank could use the card at a nerchant signed up by any
menber bank. The banks al so cooperated in pronoting the card
brand nanme whi ch i nvol ved nmeki ng the association’s nane nore
prom nent on the card than the individual bank’s nane. Several
associ ations devel oped in the 1960s, the nobst enduring of which
was the Interbank Association, which i ssued Master Charge cards.
By the | ate 1960s banks were rushing to becone either
BankAneri card franchi sees or |Interbank Associ ati on nenbers.
Utimately, nost banks preferred being nmenbers of an association

rather than franchisees. Bowng to this pressure, in 1970 Bank
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of America converted its franchise systeminto an associ ati on,
Nat i onal BankAmericard, Inc. National BankAnericard, Inc.,
becanme Visa in 1976 and the Interbank Card Associ ati on becane
MasterCard in 1979.

C. | nt erchange Fees and the Visa and MasterCard Systens

A credit card transaction in the Visa and MasterCard (the
associ ations) systens included five parties.” In the three-party
go it alone nodel, the card issuer, for exanple Anerican Express,
woul d set a nerchant discount rate acceptable to both parties,
maxi m zing the bank’s profits. In the five-party association
nodel the bank that issued the card was usually not the bank that
recruited the nerchant, and each sought to maxim ze profits,
often at the other’s expense. The interchange system was created
to solve that problem

D. The Parties to a Typical Credit Card Purchase Transacti on

To expl ain how i nterchange works, we begin with a
description of the five parties to a typical credit card purchase
transaction under either the Visa or MasterCard system

1. The | ssuing Bank (Capital One)

During the years at issue Capital One was an issuing bank,
inthat it issued cards to cardholders, but it did not recruit

merchants to join the system The issuing bank’s primary service

"The associ ation nodel is sonetines referred to as a four-
party system because the association, either Visa or MsterCard,
is not counted.
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was | ending noney to its cardholders with whomit had a
contractual relationship as spelled out in the cardhol der
agreenent. All issuing banks operated under the rules provided
by the respective associations, either Visa s By-Laws and
Operating Regulations (Visa rules) or MasterCard s By-Laws and
Rul es and Operating Manuals (MasterCard rul es).

2. The Car dhol der

The cardhol der received a card fromthe issuing bank. The
credit card evidenced a line of credit that had been established
by the issuing bank upon which the cardholder could draw to
pur chase goods or services and in sone cases transfer a bal ance
or obtain a cash advance. The anount of the line of credit and
the terns and conditions for use of the line of credit were
provided in the cardhol der agreenent. The relationship between
the cardhol der and Capital One was al so described in solicitation
materials sent to the cardhol der and the application filled out
by the cardhol der when applying for a Capital One credit card.

Under the ternms and conditions of Capital One’s cardhol der
agreenents, Capital One promsed to extend credit on a revol ving
basis to the cardhol der in exchange for the cardhol der’s prom se
to pay Capital One the total price of the goods and services
purchased by the cardhol der using the Capital One card, al ong
wi th any finance charges and fees as provided under the terns of

t he cardhol der agreenent. |f a cardholder failed to pay an
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anount owed, Capital One could not |ook for paynent of the
l[tability fromthe association, the nerchant, or the acquiring
bank.

3. The Acquiring Bank?

An acquiring bank recruited, screened, and accepted
merchants into the associations’ credit card systens. An
acquiring bank entered into agreenents with nmerchants regarding
the nerchants’ acceptance of credit cards (nerchant agreenent).
The acquiring bank’s contractual relationship with the nmerchant
was separate and distinct fromthe acquiring bank’s relationship
with the association. Neither Capital One, the cardhol der, nor
the association was a party to the agreenent between the
acquiring bank and the nerchant.

An acquiring bank processed credit card transactions on
behal f of its nmerchants and carried out the settlenment process
for themw thin the respective credit card systens. An acquiring
bank al so typically provided services to the nerchant i ncl uding
depl oynent of credit card termnals at the point of sale, back-

end customer service, risk managenent, and marketing activities.

8Acquiring banks are sonetines referred to as nerchant’s
banks.
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4. The ©Mer chant

The merchant sold goods or services to the cardholder. Wth
respect to a credit card purchase transaction, the nmerchant had
no contract with the issuing bank.

5. The Association (Visa or MsterCard)

Vi sa and MasterCard provided the infrastructure which
enabl ed credit card transactions to take place. They processed
transacti ons between acquiring and issuing banks, allow ng
purchases to be authorized. Further, the associations provided
the infrastructure which allowed the parties to clear and settle
mllions of credit card transactions. These processes are
descri bed bel ow.

E. A Typical Credit Card Purchase Transacti on

Credit card purchase transactions typically included (1) an
aut hori zation process to enable the nerchant to obtain the
i ssui ng bank’ s authorization for the cardhol der’s purchase and
(2) a clearance process to transmt information regarding credit
card transactions anong the nerchant, the acquiring bank, and the
i ssui ng bank as required under the association’s operating
rules.® Credit card purchase transactions also included a
separate flow of funds for settling accounts between issuing

banks, acquiring banks, and nerchants. Visa and MasterCard each

°l'n 1998 and 1999 Capital One cardhol ders participated in
211, 152,400 and 335,188,370 credit card transactions,
respectively.
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operated el ectronic network systens to process their respective
card transactions, including approval, consolidation, and
settlenment. These systens are referred to as interchange
systens. MasterCard s interchange systemis known as BankNet,
and Visa' s is known as Vi saNet.

A typical credit card purchase transaction is initiated by a
cardhol der who wants to nmake a purchase froma nerchant. The
cardhol der presents the card to the nerchant in paynent for
goods or services. The nmerchant sw pes the cardholder’s card in
a credit card termnal, and data (including the purchase anount,
cardhol der identifying information, and merchant identity) flows
fromthe nmerchant to the acquiring bank and then fromthe
acqui ring bank through the association to the issuing bank.
Approval or denial of the transaction then flows fromthe issuing
bank back through the association to the acquiring bank and then
to the merchant. This flow of information typically takes place
in a mtter of seconds.

The process by which Visa and MasterCard credit card
purchases were generally authorized is depicted in the chart
below. In this hypothetical transaction:

(a) A cardhol der purchases a lanp for a total price of $100
froma nmerchant using a Visa or MasterCard credit card issued by

Capital One. The card is sw ped through an el ectronic term nal
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at the merchant’s location. The termnal is |linked through the
acquiring bank to the Visa or MasterCard network. See step 1

(b) The ampunt of the transaction and the cardhol der
information is routed fromthe nerchant to the acquiring bank.
See step 2.

(c) The transaction information is routed fromthe
acqui ring bank through VisaNet or BankNet to Capital One. See
steps 3 and 4.

(d) Capital One either authorizes or declines the
transaction, and a nessage is routed electronically through
Vi saNet or BankNet to the acquiring bank, and then to the
merchant. See steps 5, 6, and 7. (The exanpl e assunes Capital
One aut hori zes the purchase.)

(e) Once the nerchant receives approval of the transaction,
t he cardhol der provides the nerchant with a signed transaction
recei pt, the nerchant issues a receipt to the cardhol der (sales
recei pt), and the cardhol der departs with the |lanp. See steps 8,

9, and 10.
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Credit Card Purchase Transaction Authorization Process

M 2
Presents Card Transaction Data
, Acquirin
CardhOIdeI' . ® . . Merchant (@) él a_l’]_k g
Signs Transaction Recelgt Forwards Approval
<€
For $100 Purchase A
&)
T Receives Lamp
10) 6 3
Reccives Sales Receipt F01(W>ard Tran(sa>ction
Approval for Data
$100 Purchase
(5 \ 4
Approves $100 Purchasc
Issuing Bank @ > BankNet or
(Capttal One) Transaction Data VisaNet
<

By signing the transaction receipt, the cardhol der prom ses
to pay Capital One the total price shown thereon sonetine in the
future. The cardhol der may pay nore than the total price shown
on the transaction receipt. For exanple, the cardhol der may
i ncur finance charges, late fees, or overlimt fees.

Wth respect to a credit card purchase transaction, the
anount Capital One authorized to be charged (the total purchase
price) was equal to the anpbunt it expected to be paid by the

cardhol der. However, as discussed below, Capital One did not
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aut horize Visa or MasterCard to withdraw the total purchase price
fromits bank account as part of the net settlenent process.

F. The d earing Process

For each credit card purchase transaction, the nerchant
furnished (either electronically or on paper) a detailed record
to its acquiring bank that contained specific information about
the transaction including the total price, the date of the
purchase, the cardhol der’s account nunber, the brand and type of
credit card used, the nerchant’s identifying information, the
type of nerchant (e.g., a grocery store or an airline), the type
of transaction (e.g., a face-to-face purchase or an Internet
transaction), and the issuing bank’s authorization code, if
obtained. The nmerchant had to transmit this information to its
acquiring bank to receive paynent for the purchase. |In turn, the
acquiring bank was required to accept and pay all properly
presented transaction receipts fromits nerchant.

The acquiring bank consolidated and conpil ed information
fromall its merchants, cal cul ated the applicabl e nerchant
di scount (see section |, infra) for those nerchants’ transactions
on the basis of the applicable nerchant codes and ot her factors,
and then transmtted that information to the applicable
association for settlenent. The association then sorted and
provi ded the rel evant cardhol der transaction information from al

t he acquiring banks, along with the association’s interchange fee
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conputation, to each of its issuing banks for the respective
i ssui ng bank’ s cardhol der transactions via a transaction record.
Master Card and Visa conputed the interchange fees on a
transacti on-by-transaction basis for every credit card
transaction submtted. The transaction records were conpiled and
reported daily to the issuing bank.

G Net Settl enent

Capital One nmintained a bank account with the Federal
Reserve Bank of Richnond. |In accordance with their respective
rul es, the associations were authorized to w thdraw debit and/or
deposit/credit funds into Capital One’s bank account to settle
Capital One’'s credit card transactions each day. For credit card
purchase transactions, the associations wthdrew funds from
Capital One’s account and deposited funds in the corresponding
acquiring bank’s account. Both MasterCard and Visa were
authorized to withdraw only the total price |less the applicable
i nterchange fee fromCapital One’s Federal Reserve Bank account.

The process through which credit card purchase transactions
were settled during the years at issue is shown in the
illustration below. This is an exanple of a single credit card
purchase transaction, using a total price of $100, a hypotheti cal
2-percent interchange fee, and a hypothetical nmerchant discount
of 2.5 percent. The exanple assunes that no other transactions

occurred for the cardhol der, the nmerchant, the acquiring bank, or
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the issuing bank. In settlenent of this hypothetical
transacti on:

a. The association withdraws $98 fromthe issuing bank’s
account, representing the $100 total price |less the 2-percent
i nt erchange fee.

b. The association deposits $98 into the acquiring bank’s
account, also representing the $100 total price less the 2-
percent interchange fee.

c. The acquiring bank deposits $97.50 into the nerchant’s
bank account, representing the $100 total price less the 2.5-

percent merchant discount.

Settlement of $100 Credit Card Purchase Transaction

Association debits/withdraws $98 from Capital

. One ($100 less $2 interchange fee) :
Issuing Bank > VisaNet
(CapitalOne) <« o1
$100 Transaction Record/Receivable BankNet
A

|
|
! Association

Traiigcotion ! credits/deposits

Record/ : $98 to the
. acquiring bank

Receivable : ($100 Icss $2
| interchange fee)
|
|
|
| Y

$100 Transaction Record/Reccivable
Merchant Acquiring Bank
<

Acquiring bank credits/deposits $97.50 to the
merchant ($100 less $2.50 merchant discount)
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Al though the chart above illustrates the settlenent of a
single discrete cardhol der credit card purchase transacti on,
transactions were not typically settled individually. Rather,
credit card transactions were aggregated and processed in | arge
batches. The associ ations’ settlenent systens consolidated al
bat ched transactions for a given period, usually daily, and
settl ed accounts anong the various nenbers through a process
known as direct net settlenment. Direct net settlenent resulted
in the netting of all cash due to, from and between the
associ ations’ respective nenbers. Association nenbers were
required to net settle their transactions unless two nenbers
agreed ot herw se. 10

The association cal cul ated the aggregate settlenent position
for each of its nmenbers. The association then w thdrew funds
froma nmenber with a negative aggregate settl enent position;
i.e., a nmenber who owed funds. Wth respect to credit card
purchase transactions, the association wthdrew funds fromthe
i ssui ng bank and deposited the net anobunt owed in the account of
the acquiring bank. The anount deposited by the association with
the acquiring bank in these circunstances woul d equal the total

credit card purchases nmade at all of that acquiring bank’s

Menbers could, but rarely did, negotiate agreenments anong
t hensel ves to settle the transactions, in what were known as
bil ateral agreenments. Capital One did not enter into any
bil ateral agreenents.
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merchants by all the issuing bank’s cardhol ders | ess the total
anmount of interchange fees determ ned by the association with
respect to those transactions. Typically, the net settlenent
position determnmi ned by the association included any chargebacks?!!
(reversed or cancel ed purchases initiated by issuing banks)
processed that day, credits (initiated by nmerchants), and any
ot her fees owed between issuing banks and acquiring banks.

To conpl ete the process, the acquiring bank determ ned the
anount of funds, net of the applicable nerchant discount, due
each of its nerchants with respect to that nerchant’s aggregate
settled credit card transactions. However, this was not part of
the associations’ net settlenment processes.

H. Car dhol der Paynents

When a Capital One cardhol der signed a transaction receipt,
the cardhol der prom sed to pay Capital One the full purchase
price in accordance with the terns of the cardhol der agreenent.
Capital One sent its cardhol ders nonthly statenents containing
detail ed purchase transaction entries reflecting the anounts owed
by the cardhol ders. The nonthly statenents also |isted fees

Capital One charged the cardhol ders, such as overlimt fees or

I\When a char geback was processed through MasterCard’s
i nterchange system the interchange rate applied to the reversal
of the transaction was not necessarily the sane rate that applied
when the original transaction was settl ed.
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|ate fees. The nonthly statenments did not |ist the anmount of
i nt erchange applicable to the transactions.

Under the ternms of the cardhol der agreenent, a cardhol der
was obligated to pay Capital One at | east a certain anmount
(m ni mum paynent) by the due date specified in the statenent.
The m ni num paynent was typically 2 or 3 percent of the
cardhol der’ s outstandi ng bal ance with at |east $10 or $15 due.
The cardhol der agreenent did not specify a date by which the
charge woul d have to be paid in full

The cardhol der agreenent provided for a grace period with
respect to purchase transactions in which finance charges on new
purchases could be avoided if the total outstandi ng bal ance was
paid in full before the due date specified on the statenent. The
cardhol der agreenent expl ai ned:

You may avoi d finance charge[s] on new purchases and on

ot her new charges by paying the total new bal ance in
full prior to the date paynent is due (this is the

grace period on new purchases). |If you do not pay the
entire new bal ance fromthe previous statenment, finance
charges will accrue on the entire previous new bal ance
fromthe first date of the new billing period. Finance
charges, when applicable, will be assessed as foll ows:

. Transactions made during the current billing

period fromtransaction date.
. Undat ed transactions and transacti ons made

wi th conveni ence checks: fromthe date the
transaction is processed to your account.

. Transactions made prior to the current
billing period: fromthe first cal endar day
of the current billing period.
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Capital One provided its cardholders wth a grace period that
approxi mated 30 days. Because Capital One’s billing cycles
approxi mated 30 days and the grace period approxi mated 30 days, a
cardhol der could have up to 60 days between the date a credit
card purchase was nmade and the date paynent was due.

Car dhol ders who routinely pay their balance in full every
month are known in the credit card industry as transactors.
Car dhol ders who routinely carry a bal ance on their card are known
as revolvers. O Capital One’'s total credit card purchase vol une
(in dollars), approximately 50 percent was attributable to
transactors and 50 percent to revol vers.

| . Merchant Di scount in Detai

The difference between the total price of the goods or
services sold to cardhol ders and the anobunt remtted to the
mer chant by the acquiring bank is known as the nmerchant discount
or gross merchant discount. The merchant discount was typically
a fixed percentage of the total price of the goods or services
sol d and conpensated acquiring banks for the services they
provi ded the merchant. Unlike interchange, the merchant di scount
was not determ ned by the association. Rather, nerchant
di scounts were negoti ated between acquiring banks and their
respective nerchants. The difference between the anount the
acquiring bank receives fromthe issuing bank and the anount the

acquiring bank sends to the nerchant is generally known as the
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net nerchant discount; i.e., the difference between the gross
mer chant di scount and the interchange fee.

J. | nt erchange in Detai

MasterCard and Visa set the interchange rates on their
respective systens but did not publish themduring the years at
issue. At sonme point later, they began publishing their
i nterchange rates. Both MasterCard and Vi sa used the interchange
systemto nmaxi mze system participation through increased
i ssuance of cards and increased acceptance by nmerchants. |[f
i nterchange rates were set too high, acquiring banks woul d raise
the nmerchant di scount, and nmerchants would be less likely to
accept MasterCard or Visa cards. |If interchange rates were set
too low, issuing banks were less likely to issue MasterCard or
Vi sa cards because they m ght not have been able to cover their
costs and make a sufficient profit.

1. Factors | nfluencing | nterchange Rates

To bal ance the interests of the various parties to a credit
card purchase transaction and to nmaxi m ze system partici pation,
both Visa and MasterCard have inplemented a variety of
i nterchange rates. The rates were based on a nunber of factors
including: (1) The nmethod of the purchase (e.g., in person or on
line); (2) the type of nerchant; (3) the geographical area of the
mer chant (e.g., donestic or international); (4) the type of

cardhol der (e.qg., individual/personal or corporate/business); (5)
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in sone instances the size of the transaction (e.g., a “large
ticket” purchase over a certain threshold anmount); and (6) the
type of purchase (e.g., corporate travel and entertai nment
expense).

The associations also set |lower interchange rates to better
conpete with other paynent systens or nethods. For exanpl e,
supermarkets typically operated on | ow gross profit margins and
were reluctant to accept Visa and MasterCard cards because of the
mer chant discount. Both Visa and MasterCard inpl enented | ower
i nterchange rates for supermarkets, resulting in | ower nerchant
di scounts, thereby incentivizing card acceptance. The
associ ations also inplenented | ower interchange rates to better
penetrate other markets including automated fuel dispensers.

MasterCard’ s interchange rates included the foll ow ng

cat egori es:

Program Nanme [1997-1998 Rates | 1998-1999 Rates |1999-2000 Rates
Consuner 2.15% + $0. 10 2.35% + $0. 10 2.65% + $0. 10
St andard

Tr avel 1.35% + $0. 10 1.43% + $0. 10 1.58% + $0. 10
| ndustri es
Pet r ol eum 1.35% + $0. 05 1.40% + $0. 05 1.50% + $0. 05
Ter m nal

Super mar ket 1.10% 1.15% 1.15%

Cor por at e 2.25% 2.52% + 0. 10 2.65% + 0.10
St andard
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Visa's interchange rates included the foll ow ng categories:

Pr ogr am Nane 9/ 27/ 97-3/ 27/ 98 3/ 28/ 98- 4/ 9/ 99
Rat es Rat es
St andard Conmer ci al 2.00% + $0.11 2.09% + $0. 10

(Gther than Certain
Travel - Rel at ed Char ges)

CPS/ Retai | * Commer ci al 1. 25% 1.31%
(Gther than Certain
Travel - Rel at ed Char ges)

CPS/ Hot el and Car 1.93% + $0. 06 2.02% + $0. 10
Rent al
Super mar ket | ncentive 1.10% 1.15%

Program Non- Conmer ci al

ICPS refers to “custom paynent service”, Visa's termfor
card transactions that are processed a certain way.

2. Capital One's Costs and I nterchange

The costs of issuing banks, such as Capital One, were one
factor associations considered when they set interchange rates.
Both Visa and MasterCard studied issuing banks’ costs.

MasterCard hired Edgar, Dunn & Co. (Edgar Dunn), a consulting
firm to study issuing banks’ costs as part of MasterCard s
process for setting interchange rates. The costs studied

i ncluded the grace period cost of funds for transactors, risk
costs for credit card transactions generally (credit and fraud

ri sks), and processing costs for credit card transactions. These
studies did not address the cost of funds for revolvers; that is,
cardhol ders who carry a balance on their card and therefore pay
mont hly finance charges. Edgar Dunn’s conposite issuing bank

cost figures were as foll ows:
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Year | ssui ng Banks’ Cost s?

1997 2.52 percent + $0.10 per transaction
1998 2.92 percent + $0.10 per transaction
1999 2.97 percent + $0.10 per transaction

!Edgar Dunn broke the total cost down into conponents. The
i ssui ng bank’s cost of |ending noney, i.e., the financial
carrying costs during the grace period, were .20 percent, .22
percent, and .20 percent of the total purchase price during 1997,
1998, and 1999, respectively. For 1997, 1998, and 1999, 2.32
percent, 2.70 percent, and 2.77 percent of the total purchase
price represented the total risk costs. Edgar Dunn cal cul ated
the issuing bank’s processing costs to be 10 cents per
transacti on.

For 1997 Visa estinmated that the average processi ng cost per
transaction was 8.4 cents, with the actual costs rangi ng between
4.8 cents and 11.4 cents. For 2000 the average cost was 6.6
cents per transaction, with the actual costs rangi ng between 3.8
cents and 9.7 cents per transaction. For 1998 and 1999 Capital
One’ s cost of processing a credit card transaction was |ikely
between 4.6 cents and 8.2 cents per transaction.

3. Debit Cards and | nterchange

During the years at issue Capital One did not issue

signature debit cards.!> A signature debit card is linked to the

2Capital One also did not issue PIN debit cards which are

linked to a cardhol der’ s checki ng account issued by the

cardhol der’s bank. Unlike signature debit cards, the systens are

not operated by Visa or MasterCard; these systens are operated by

a nunber of other systens, including Plus and G rrus. Rather

t han signing her name, the cardholder enters her PIN. A PIN

debit transaction is processed through an el ectronic funds

transfer network and effects an i mredi ate withdrawal fromthe
(continued. . .)
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cardhol der’ s deposit account, from which the purchase price of

t he goods or services purchased is withdrawn, as opposed to a
credit card which evidences a line of credit. However, other

i ssui ng banks whi ch were nenbers of the associations did offer
debit cards. Both Visa and MasterCard set interchange rates for
their debit cards. MasterCard’ s interchange rates for credit
card transactions were identical to those for debit card
transactions for each of MasterCard s consuner interchange
prograns. In a nunber of instances, Visa s debit card

i nterchange rates were equal to the interchange rates for its
credit card transactions. Data published by the Federal Reserve
Systemin a report to Congress shows that until 2002, the

i nterchange rate on signature debit card transactions was only
slightly Iower than the interchange rate on credit card
transacti ons.

4. Capital One's Accounting Treatnment of Credit Card
Pur chases and Associ ated | nterchange | ncone

Capital One kept track of all its cardholders’ charges in
what is known as its cardhol der account system (CAS). The CAS
reflected the amount of each purchase made with a Capital One
card which was the sane as the total purchase price of whatever

t he cardhol der purchased in that particular transaction. The CAS

2, .. continued)
cardhol der’s account to satisfy the purchase anount. There can
be interchange and a nerchant discount in these transactions as
well, either a percentage or a flat fee.
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did not reflect any detail with respect to the anmount of
i nt erchange received. Capital One maintained so called “310
reports”, which were nonthly sunmaries aggregating transaction
data and financial accruals. The 310 reports did not include any
i nformati on about interchange either on an individual cardhol der
basis or on an aggregate basis.

For financial accounting purposes, Capital One accounted for
credit card purchase anounts and interchange fees through
separate systens. Capital One used daily summary reports from
Vi sa and MasterCard for purposes of booking interchange incone.
Usi ng the exanple of a $100 purchase transaction with a $2
i nterchange fee, Capital One would enter the purchase ambunt as
“credit card outstanding” (an account receivable). The $2
i nterchange fee would be credited as “interchange i ncone”. For
financial accounting purposes, Capital One reported interchange
i ncome as “noni nterest incone”.

Bef ore 1998 Capital One recognized inconme fromlate fees and
overlimt fees for both financial accounting purposes and Federal
i ncome tax purposes at the tine the fees were charged to the
cardhol der. Before 1998 Capital One recogni zed interchange
i ncone for both financial accounting and Federal incone tax
purposes at the time its cardhol ders’ transactions were net

settled under the Visa and MasterCard rul es. For fi nanci al
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accounting and regulatory reporting purposes,!® Capital One
differentiated between interest and noninterest inconme according
to whether the particular incone was attributable to an activity
of the cardhol der. For exanple, Capital One treated cash advance
fees as noninterest incone because a cardhol der woul d have
wi t hdrawn cash at an ATMor a bank.* Sinmilarly Capital One
treated i nterchange as noni nterest inconme for financial
accounting and regul atory reporting purposes because it is
triggered by the cardhol der’s purchase.

On their Federal incone tax returns for 1998 and 1999,
petitioners recogni zed Capital One’s inconme fromoverlimt fees,
cash advance fees, and interchange fees as creating or increasing
the anobunt of O D on Capital One’s pool of credit card | oans,
thereby deferring the recognition of incone and reducing their
Federal incone tax liabilities. Respondent chall enges
petitioners’ treatnent of Capital One’s interchange incone as

creating or increasing O D under section 1272(a)(6)(C(iii).

13The regul atory reports were filed with the Ofice of the
Comptrol l er of Currency.

YFor Federal inconme tax purposes Capital One treated cash
advance fees as creating or increasing OD before 1998 as well as
after 1998. Respondent has conceded this treatnent is proper.
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OPI NI ON

A. An Overview of the Issue and the Law

Under section 1272(a)(6)(C) (iii) taxpayers that issue credit
cards and |l end noney to their cardholders are required to treat
certain credit card receivables as creating or increasing OD on
the pool of credit card |loans to which the receivables rel ate.

See Capital One Fin. Corp. v. Comm ssioner, 130 T.C. 147, 150

(2008). The issue is whether Capital One’s interchange incone is
properly recogni zed over tinme under section 1272(a)(6)(O (iii),
or whether interchange incone is properly recognized at the tinme
the cardhol ders’ charge is settled under the respective

associ ations’ systens. In our prior Qpinion, Capital One Fin.

Corp. v. Comm ssioner, supra at 150-151, we described in general

terms the O D rules and section 1272(a)(6)(C)(iii):

The hol der of a debt instrument with O D generally
accrues and includes in gross incone, as interest, the
O D over the life of the obligation, even though the
interest may not be received until the maturity of the
instrunment. Sec. 1272(a)(1l). The anount of O Dwth
respect to a debt instrunment is the excess of the
stated redenption price at maturity (SRPM over the
i ssue price of the debt instrunment. Sec. 1273(a)(1).
The SRPM includes all ambunts payable at maturity.

Sec. 1273(a)(2). In order to conpute the anmount of O D
and the portion of OD allocable to a period, the SRPM
and the tinme of maturity nust be known. This presents
a problemfor debts such as credit card | oans and real
estate nortgages that nay be satisfied over a very
short or a very long period, thus making the tinme of
maturity an unknown at the inception of the debt.
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For this reason, special rules were created for
determ ning the amount of O D allocated to a period for
certain instrunents that may be subject to prepaynent.
In the case of (1) any regular interest in a real
estate nortgage investnment conduit (REMC), (2)
qualified nortgages held by a REM C, or (3) any other
debt instrunment if paynments under the instrunment may be
accel erated by reason of prepaynments of other
obligations securing the instrument, the daily portions
of the O D on such debt instrunents are determ ned by
taking into account an assunption regardi ng the
prepaynment of principal for such instrunents. Sec.
1272(a)(6) (O (i) and (ii).

Section 1272(a)(6)(C)(iii) applies this special
ODrule to any pool of debt instrunents the paynents
on which may be accel erated by reason of prepaynents.
It is clear that section 1272(a)(6)(C(iii) was
intended to apply to credit card | oans and the rel ated
recei vables. See H Conf. Rept. 105-220, at 522
(1997), 1997-4 C.B. (Vol. 2) 1457, 1992. What was
unclear at the time of enactnent and is still not fully
resolved is which credit card receivables increase QD
under section 1272(a)(6)(C) and which do not.

[Fn. ref. omtted.]

Respondent has conceded that as a general proposition cash
advance fees, overlimt fees, and |ate fees may be treated as
creating or increasing O D on the pool of loans to which such
incone relates. See id. at 153-154.

B. The SRPM of a Credit Card Loan

The parties agree that the SRPM of a credit card loan is the
sum of all paynents provided by the debt instrunent other than
finance charges. See sec. 1.1273-1(b), Inconme Tax Regs. In the
exanpl e of a $100 purchase of goods or services fromthe

nmerchant, the SRPMis equal to $100 because the cardhol der, if
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she lived up to her agreenent, would have paid at |east $100 to
Capital One. The starting point for the SRPMis the total price
of the goods or services the cardhol der purchases. The SRPM nmay
increase if the cardholder incurs a late fee or an overlimt fee,
but the SRPMis not increased by any finance charges, i.e.,
gualified stated interest,?® incurred.

C. The |Issue Price of a Credit Card Loan

The parties dispute the calculation of the issue price of a
credit card loan. Section 1273(b)(2) defines the issue price of
an instrunment issued for noney and not publicly offered as “the
price paid by the first buyer of such debt instrunent.” The
regul ati ons expand on this definition:

if an issue consists of a single debt instrunment that

is issued for noney, the issue price of the debt

instrunment is the anmount paid for the debt instrunent.

For exanple, in the case of a debt instrunent

evidencing a loan to a natural person, the issue price

of the instrunent is the amount | oaned. * * *

Sec. 1.1273-2(a)(1), Incone Tax Regs. If X Bank |l ends $1,000 to
A, an individual, the issue price of the | oan would be $1, 000.
However, a credit card loan is part of a multiparty

transacti on where the funds lent are sent to the nerchant via the

BQualified stated interest is defined as the “stated
interest that is unconditionally payable in cash or in property
(other than debt instrunents of the issuer), or that will be
constructively received under section 451, at |least annually at a
single fixed rate”. Sec. 1.1273-1(c)(1)(i), Income Tax Regs.
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acquiring bank. The cardhol der never receives the funds, and the

funds received by the nerchant are always |ess than the anount

t he cardhol der nmust repay. The issue price of a credit card | oan

is the price paid for the debt instrument. Sec. 1273(b)(2).
Petitioners argue that Capital One acquired the |oan at a

di scount fromthe price at which the cardhol der purchased goods

or services fromthe nerchant, with the di scount being the anount

of interchange, i.e., $2 for a $100 purchase, where Capital One

actual |y advanced $98 to the acquiring bank. Respondent argues

that Capital One cannot have acquired the | oan at a di scount

because the acquiring bank, and not the cardhol der, paid

i nterchange to Capital One during the net settlenment process.

Furt her, respondent argues that interchange was a fee for

services rendered by the issuing bank, not economcally

equivalent to interest, and therefore not AQD.

1. Whet her I nterchange Is a Fee for a Service (and |If So,
VWhat Service) or Economically Equivalent to | nterest

¥ f the issue price was the “anpbunt | oaned”, see sec.
1.1273-2(a)(1), Incone Tax Regs., the parties would still dispute
t he amount | oaned to the cardholder. Using the $100 purchase
exanpl e, the amount | oaned could be $98 or $100, dependi ng on
whet her interchange is viewed as a fee for a service as
respondent contends or as a discount as petitioners contend. In
this way, determ ning the issue price by determ ning the “anount
| oaned” would require the sane analysis as determning the “price
pai d” for the credit card | oan, and our conclusion would be the
sane.
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Respondent argues that interchange is a fee for a service,
and that Capital One acquired a credit card | oan for an anount
equal to the full price at which the cardhol der purchased goods
or services fromthe nerchant, but that Capital One
si mul taneously received a paynent fromthe acquiring bank equal
to the interchange anmount. Thus in respondent’s view the issue
price paid by Capital One to acquire the | oan would be the total
purchase price of the goods or services which would in turn equa
the SRPMresulting in no OD.

In determ ning whether interchange is a service fee or
econom cally equivalent to interest, we draw on other areas of
the tax | aw where distinctions between fees and interest have
been made. Courts, including this Court, have held that fees
earned by a lender relating to the | ending of noney are properly
treated as interest unless the fee is for a specific service.

Al t hough courts look to all the facts and circunstances to
determ ne whether an itemof incone is a service fee or interest,
the primary inquiry is whether the charge conpensates the | ender
for specifically stated services it provided to and for the
benefit of the borrower beyond the | ending of noney. In W

Credit Co. v. Conm ssioner, 38 T.C. 979, 980 (1962), affd. 325

F.2d 1022 (9th Cr. 1963), a lender in the business of nmaking
small loans to individuals levied a “contract charge” and a

“carrying charge” on each loan. The contract charge was $10 if
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the | oan was $100 or |ess, and was the greater of $15 or 3
percent of the loan if the | oan exceeded $100. 1d. It was not
related to the duration of the | oan and was not allocated to
specific services. 1d. at 987. The carrying charge was 1
percent per nonth of the principal sumof the loan if the |oan
was for $100 or nore. 1d. at 980. The lender also charged fees
for filing and recording chattel nortgages and life insurance
prem uns on the borrower’s life. [d. The issue we faced was
whet her the contract charge constituted interest. W held:

We do not think the nere fact that the contract

designates certain uses to which the funds will be put

makes the charge any less a fee paid by the borrower

for use of the lender’s noney, unless it is shown that

the charge was actually used for such purposes and the

charge is justifiably a charge to the borrower separate
frominterest. Unless such can be shown, we believe

the service charges nade by snmall | oan conpani es nust
be consi dered interest because basically the nature of
the small | oan conpany business is to nake a profit in

the formof interest on noney |oaned and the borrower
is interested only in obtaining the | oan and pays
whatever is required of himto get the use of the

| ender’ s noney. * * *

Id. at 987-988; see Noteman v. Welch, 108 F.2d 206, 213 (1st G

1939) (3-percent fee charged to all borrowers was interest
because the only consideration the borrower received was the use

of the noney lent); Seaboard Loan & Sav. Association v.

Commi ssioner, 45 B.T. A 510, 516 (1941) (service fees charged by

a | oan conmpany ostensibly for investigating, closing, and
servicing |l oans were interest because “all the services charged

for were for the benefit of the | ender and not for the benefit of
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the borrower, and the only consideration received for the anmounts
paid by the borrower was the noney | oaned”).
On direct exam nation by respondent, MasterCard’ s Steven
Jonas, the senior business |eader for financial analysis with
Mast er Card Worl dwi de, 7 was asked whet her interchange conpensated

an issuing bank for a specific service. He testified:

| don’t think directly. | think the issuers are
providing a service to the cardhol ders, enabling them
to go out and transact. Not directly - | nmean, to sone

extent, the issuer does provide value to a nerchant
because they now have enabl ed the cardhol der to go out
and make purchases, and the acquirer nmakes noney by
processi ng transactions. And the nmerchant nmakes noney
by selling goods and services. But | think | viewthe
transaction, the service being provided is to the
cardhol der who is borrowi ng noney and, therefore, going
out and maki ng purchases.

Simlarly, when asked about his statenent that “Ilnterchange rates
are not a fee for any specific service provided by issuing
banks”, WI1liam Sheedy, the president of Visa, Inc.,!® explained:

We're not | ooking at any particular service. Wre
considering the product in general, the prem umcredit
product. W want the issuers to invest in that

product, to choose to do business with Visa, as
conpared to our conpetitors. And we also want the
product and rate structure to be configured in a way
that the issuers will prioritize that within their

busi ness and market it and pronote it and put resources
against it, because our experience is when that

happens, it grows our business.

M. Jonas was responsible for, anobng other things, the
devel opnent and i nplenentation of MasterCard s interchange rate
prograns in the United States.

8\ . Sheedy had previously been enployed as the executive
vice president of interchange strategy for Visa, U S A, Inc.
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Respondent’s expert witness, Dr. Richard Schmal ensee, 1°
testified that the service provided “is putting custoners on the
streets with cards eager to use themto buy from nerchants.”
Credit cards evidence a line of credit on which cardhol ders can
draw, and providing credit cards that can be used to nake
purchases is the |l ending of noney. Certainly the |ending of
noney benefits cardhol ders, nmerchants, and acquiring banks, but
the receipt of a benefit does not nean that those parties have
been provided a service other than the | ending of noney to the
car dhol der

In arguing that interchange is a fee for a service,
respondent focuses on the purpose of interchange, which is to
bal ance the two sides of the credit card business to encourage
the overall growth of the respective systens. |f interchange
rates are set too high, acquiring bank and nerchant participation
are disincentivized. |If interchange is set too |low, card issuing
is disincentivized. Respondent makes nuch of MasterCard s and
Visa’s desire to use optimal interchange rates to increase their
busi ness. However, using interchange to bal ance the two sides of

the credit card business is entirely consistent with petitioners’

Dr . Schnal ensee is the Howard W Johnson Professor of
Managenent and Econom cs at the Massachusetts Institute of
Technol ogy and the John C. Head Il Dean Enmeritus of the
Massachusetts Institute of Technol ogy Sl oan School of Managenent.
He is the coauthor of two editions of Paying with Plastic (1999 &
2005), a text on the econom cs of paynent card systens.
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position that interchange conpensates issuing banks for the cost
of | endi ng noney.

We agree that setting interchange rates is a bal ancing act,
but we ask: what are the associations bal ancing? MsterCard and
Vi sa bal ance the issuing banks’ and the acquiring banks’ needs to
profit on credit card transactions. Profit is the excess of
revenues over costs. Wen |l ending noney to its cardhol ders,
Capital One incurs the cost of processing transactions, financial
carrying costs, and the risk costs associated wwth credit card
transactions, for exanple, the risk that fraud was comm tted
(fraud risk) and the risk that the cardholder will be unable to
repay the loan (credit risk). In short, interchange conpensates
banks for the costs of |ending noney.

Respondent argues that interchange has little to do with the
costs of |ending noney, specifically the tine value of Capital
One’s nmoney lent to the cardholders. In respondent’s view if
interchange is not akin to interest, it nust be a fee for a
service. Respondent’s argunent presupposes that for interchange
to be treated as creating or increasing AOD, it nust be
econom cal ly equivalent to interest.

O D “serves the sane function as stated interest * * *; it
is sinply ‘conpensation for the use or forbearance of noney.’”

United States v. Mdland-Ross Corp., 381 U S. 54, 57 (1965)

(citations omtted). Under section 1273(a)(2) an anount payabl e
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at the maturity of a debt instrunent need not bear all the
characteristics of interest to be included in the SRPM and thus
i ncrease the anount of O D on the instrunent. Section 1273(a)(2)
defines the SRPM as:

the anount fixed by the last nodification of the
purchase agreenent and includes interest and other
anounts payable at that tinme (other than any interest
based on a fixed rate, and payabl e unconditionally at

fixed periodic intervals of 1 year or |ess during the
entire termof the debt instrunent). [Enphasis added.]

|f Capital One acquired the |loan for |less than the SRPM there
was O D on the transaction regardl ess of whether anounts included
in the SRPM and not included in the issue price were equival ent
to interest. Nevertheless, interchange resenbles interest in
many ways.

For many transactors interchange would be the only revenue
Capital One receives.? The length of Capital One’s loan to a
transactor nay be as little as a day or two (if the cardhol der
pays Capital One i medi ately upon naking a charge) or as |long as
60 days (if the cardhol der nakes a charge on the first day of the
billing cycle and pays the statenent bal ance on the |ast day of
the grace period). Wether for 1 day or 60, Capital One has
forgone the use of those funds, and paynents for such use

resenble interest. |If interchange is not paynent for the use of

20The exception woul d be a cardhol der who pai d an annual fee
for the privilege of having a Capital One card or a cardhol der
who incurred another fee such as an overlimt fee.
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the funds Capital One has lent, then Capital One woul d not have
recei ved conpensation for the use of approximately half the funds
lent to its cardholders. Wth respect to transactors,

i nt erchange conpensates Capital One for the expenses and costs
associated with | ending noney to cardhol ders, including financial
carrying costs and credit and fraud ri sks.

MasterCard' s rules explain the rel ationship between
i nterchange fees and issuing banks’ costs of | ending:

Pur pose of Fees. The interchange fee * * * [is]

desi gned to conpensate a nenber for particul ar expenses

that it incurs as the result of interchange

transactions. For sale transactions, various elenents

of expense nmeke up the interchange fee, including costs

of processing, costs of noney, and increased risk due

to the use of MasterCard cards in interchange

transacti ons.

Respondent’ s expert w tness, Dr. Schnal ensee, testified that
“[interchange is] a revenue streamthat serves to conpensate
banks for all the costs involved in credit card and ot her paynent
card prograns.”

In determ ning interchange rates, Visa and MasterCard
studi ed and consi dered issuing banks’ costs of |ending. The
Edgar Dunn studies break down an issuing bank’s costs into three
of the largest categories: Ri sk costs, financial carrying costs,
and processing costs. Risk costs include credit and fraud ri sks.

The financial carrying costs are the “inputed interest cost to

t he issuing nmenber of carrying the interchange transactions from
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the time of account posting to the receipt of funds or accruing
of cardhol der interest by the issuing nenber.”

Petitioners’ expert witness, Dr. Peter Tufano,? explai ned
that when interchange is viewed as an “econom c” interest rate,
the average annualized rate is “simlar to those of interest
rates for unsecured consuner |oans during 1998 and 1999.” The
speed at which the cardholder loan is paid off can dramatically
affect this rate, returning seemngly exorbitant interest rates
of over 100 percent in situations where the cardhol der pays the
| oan off within a few days. However, very high interest rates
are not uncommon in nunmerous forns of unsecured consuner |ending,
such as so-call ed payday | oans where the effective interest rate
can be between 390 and 500 percent depending on when the loan is
repaid. That the effective interest rate varies dependi ng on
when t he cardhol der pays off the | oan does not affect the
function of interchange, which is to conpensate issuing banks for
the cost of |ending noney.

Respondent also invites our attention to signature debit

cards, which involve little or no lending, just a “float” of at

2Dr. Tufano is the Sylvan C. Col eman Professor of Financia
Managenment and Seni or Associ ate Dean at Harvard Busi ness School .
He has taught courses in finance, capital markets, financial
engi neering, and consuner finance in the MBA and Executive
Progranms at Harvard Busi ness School .
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nost 1 or 2 days.? Visa's and MasterCard' s interchange rates for
signature debit cards were often identical to the interchange
rates for credit cards during the years at issue. Until 2002
i nterchange rates on debit card transactions were only slightly
| ower than the rates on credit card transactions. Respondent
concl udes that interchange is not equivalent to interest because
simlar interchange rates were used for debit cards, which
involve little to no lending. Just as the associations
consi dered several factors in setting credit card interchange
rates, we assune they considered simlar factors in setting debit
card interchange rates. The simlarity between the rates during
the years at issue does not negate our concl usion that
i nt erchange conpensates Capital One for its costs of |ending
noney.

Revol vers, as opposed to transactors, pay finance charges
whi ch are stated separately on the cardhol der’s nonthly
statenents. Stated finance charges conpensate Capital One for
the use of the noney lent, and revol vers do not have the benefit
of a grace period during which they receive the use of funds
interest free. Dr. Tufano testified that, with respect to
revol vers, interchange is viewed as additional conpensation for

the use of the noney lent. Dr. Tufano analyzed the effective

2Capital One did not issue signature debit cards during the
years at issue. See paragraph J.3., supra.



-46-

interests rate of interchange fees on a revolving account and
determ ned that, on average, interchange raises the annual
percentage rate by about 1.7 percent, which was still conparable
wi th other types of consuner | oans.

Credit and fraud risks are also costs associated with
| endi ng noney. Interest, including O D, conpensates |enders for
the tinme value of their noney, the risk that the borrower may not
repay principal, and the expenses of pursuing delinquent debtors.

Not enran v. Welch, 108 F.2d at 212-213; Bank of Am v. United

States, 230 Ct. d. 679, 680 F.2d 142, 148 (1982) (“interest

typically covers credit risk, credit adm nistration, and cost of

funds.”).
| nt erchange resenbles interest in other ways as well. In
al nost all instances, it is expressed as a percentage of the

amount lent, usually with an additional nom nal fee.? Thus, as
t he anmount of the | oan increases, the anount of interchange
i ncreases, just as the amount of interest increases as the anount

of the loan increases. As we said in Fort Howard Corp. & Subs.

v. Comm ssioner, 103 T.C. 345, 374 (1994), nodified on another

issue 107 T.C. 187 (1996): “Crucial in establishing whether a

particul ar paynent constitutes interest is whether the paynent

2The nom nal fee portion of interchange transactions is
usual ly between $.05 and $.10. In 1999 the average interchange
fee for a Visa credit card transaction was $1.62. Therefore, the
nom nal fee accounted for between 3 and 6 percent of the total
fee.
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bears sonme relationship to the anmount borrowed”. See al so Sharp

v. Comm ssioner, 75 T.C 21, 32 (1980), affd. 689 F.2d 87 (6th

Cr. 1982); Lay v. Comm ssioner, 69 T.C 421, 438 (1977).

Respondent argues that interchange rates were not driven by
movenents in market interest rates. For exanple, between 1999
and 2004 the prine rate fell from8 percent to 4 percent, yet
average interchange rates rose slightly, from1l. 62 percent to
1.71 percent. Petitioners’ expert w tness, David Boucher,
counters that certain interest rates are “sticky” in that they do
not often change, and that sticky interest rates are not uncommon
in consunmer |lending. For exanple, the interest rate for payday
| oans has not changed in at |east 10 years. Furthernore,

i nterchange rates take into account various other factors such as
credit and fraud risk, processing costs, and Visa's and
MasterCard' s efforts to maxim ze their business by conpeting with
ot her paynment systens and bal anci ng the conpeting sides of the
credit card business.

That interchange did not cover all of Capital One’'s costs of
| endi ng does not nmeke it less “interestlike”. Interchange rates
were not set by Capital One but were set by VISA and MasterCard
to increase their business, conpete with other paynent card
systens, and penetrate new markets. To continue issuing Visa and
MasterCard credit cards Capital One was required to accept those

rates. \Whether interchange covered all of Capital One’ s costs,
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or covered just a small fraction of themfor certain types of
credit card transactions is not dispositive of our determ nation
of whether interchange is a fee for a service or economcally
equi valent to interest.?

We conclude that interchange is not a fee for any service
ot her than | ending noney to cardhol ders, incone fromwhich is
generally treated as interest. Petitioners have shown that
i nterchange fees are a formof interest conpensating Capital One
for the costs of |ending noney.

2. VWhet her the Cardhol der, the Merchant, or the Acquiring
Bank Pays | nt erchange

The parties present two conpeting views of a credit card
purchase transaction. Petitioners argue that Capital One
acquired the credit card receivable, i.e., the transaction
recei pt, fromthe acquiring bank. This would suggest that
Capital One acquired the debt instrunent at a discount.

Returning to the $100 purchase with 2-percent interchange
exanpl e, Capital One authorized the cardhol der to make a $100
purchase, but Capital One did not authorize MasterCard or Visa to
wit hdraw $100 fromits account. It authorized only a $98

wi t hdrawal , the purchase price |l ess interchange. Respondent

2petitioners argue that a credit card purchase transaction
is like a factoring transaction. However, the record is devoid
of any evidence that Capital One engaged in factoring; that is to
say, Capital One did not purchase debts owed to another, stepping
into the I ender’s shoes, but is itself the lender ab initio.
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contends that Capital One |l ends the cardhol der $100 for the
cardhol der’s pronise to pay $100, and that the acquiring bank
paid Capital One $2. In this scenario, $2 would be a fee for
services and not O D.

Nei t her the Code nor the regul ations define the term “paid”,
but courts have generally defined it as the paying out of cash or

its equivalent. See United States v. dardy, 612 F.2d 1139, 1151

(9th Cr. 1980) (“The classic definition of ‘“paid * * * [in the
context of interest deductions under section 163(a)] is ‘a
paynment (of) cash or its equivalent’.”). 1In a credit card
transaction cash flows as an initial matter fromthe issuing
bank, not to the issuing bank; therefore petitioners argue that
the cashflow fromthe issuing bank to the acquiring bank was the
anount paid for the debt instrunent.

But the debate about who really bears the cost of
interchange is largely academ c, and we need not, and do not,
base our decision on its outcone. Wether nmerchants, acquiring
banks, or cardholders ultimately pay interchange is not
determ native of the tax treatnment of interchange. |If we accept
respondent’ s argunent that acquiring banks pay interchange to
i ssui ng banks, we would still conclude that interchange is
properly treated as creating or increasing O D on the pool of

l oans to which it rel ates.
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Section 1.1273-2(g)(4), Incone Tax Regs., provides:

|f, as part of a lending transaction, a party other

than the borrower (the third party) makes a paynent to

the lender, the paynent is treated in appropriate

ci rcunstances as made fromthe third party to the

borrower followed by a paynment in the sane anmount from

the borrower to the | ender and governed by the

provi sions of paragraph (g)(2) of this section. * * *
Section 1.1273-2(g)(2)(i), Incone Tax Regs., provides:

a paynent fromthe borrower to the | ender (other than a

paynment for property or for services provided by the

| ender, such as comm tnment fees or | oan processing

costs) reduces the issue price of the debt instrunent

evidencing the loan. * * *

Respondent argues that interchange is not a part of a
| endi ng transacti on because the purpose of interchange is to
bal ance the conpeting interests of the issuing and acquiring
banks. As discussed earlier interchange conpensates issuing
banks for the costs of |ending noney, and but for the |ending of
noney, Capital One would not earn any interchange. |n short,
interchange is part of a lending transaction.?®

Under respondent’s theory, a third party, the acquiring
bank, pays interchange to the |lender, Capital One. As discussed
above, that paynent is not for property or services provided by

the I ender other than the service of |ending of noney to the

At trial, Dr. Schmal ensee, respondent’s expert, was asked:
“you woul d agree with ne, wouldn’t you, Dr. Schmal ensee, that
interchange in a Visa or MasterCard credit card transaction is
part of a lending transaction, isn’t that correct?” Dr.
Schmal ensee replied: “It's part of a lending transaction.”
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cardhol der. 2?6 Therefore, under section 1.1273-2(g)(4), |ncone Tax
Regs., that paynent may, in appropriate circunstances, be treated
as a paynent fromthe cardholder to the | ender. The question is:
what are appropriate circunstances?

The regul ati ons provide an exanple of a situation in which a
paynment froma third party to a lender results in OD. Section
1.1273-2(9)(5), Exanmple (3), Incone Tax Regs., describes a
situation where a real property seller pays the buyer’s “points”
to facilitate the buyer’s |loan to purchase property:

(1) Facts. A sells real property to B for

$500,000 in a transaction that is not a potentially
abusive situation (within the neaning of 81.1274-3). B
makes a cash down paynment of $100, 000 and borrows

$400, 000 of the purchase price froma | ender, L,
repayabl e in annual installnments over a termof 15
years calling for interest at a rate of 9 percent,
conpounded annually. As part of the transaction, A
makes a paynent of $8,000 to L to facilitate the |oan
to B.

(i) * * * Under the provisions of paragraphs
(9)(2)(i) and (g)(4) of this section, Bis treated as
havi ng nmade an $8, 000 paynent directly to L and a
paynment of only $492,000 to A for the property. * * *
The paynment to L reduces the issue price of B s debt
instrument to $392,000, resulting in $8,000 of QD
(%400, 000 - $392,000). * * *

2®Respondent argues that in exchange for paying interchange
mer chants recei ve substantial services fromCapital One including
protection fromfraud and credit risk, the reduced costs of
handl i ng cash, reduced enpl oyee costs, increased sales, and
access to new markets. Merchants certainly receive benefits from
consuners’ use of credit cards, but Capital One does not provide
merchants a service sinply because nerchants receive a benefit.
As di scussed above, the service provided is the | ending of noney,
whi ch benefits all the parties in a credit card purchase
transacti on.
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A credit card loan is not a “potentially abusive situation”
under section 1.1274-3(a), Incone Tax Regs. In this exanple the
sell er pays the purchaser’s points in order to facilitate the
| oan. M. Sheedy, M. Jonas, Dr. Schmal ensee, and Dr. Tufano all
testified that interchange encourages issuing banks to | end noney
to cardhol ders so that the cardhol ders can nmake purchases.

Under these circunstances, we conclude that even if
respondent is correct that the acquiring bank pays interchange to
the issuing bank, that anmount is considered a paynent between a
third party and a | ender which reduces the issue price of the
debt instrunent under section 1.1273-2(g)(2)(i) and (4), |ncone
Tax Regs.

D. Conclusion Wth Respect to the |Interchange |ssue

The SRPM of a credit card |loan is the purchase price of the
goods and services financed by the |loan. The issue price of a
credit card loan is the anount the issuing bank pays for the
| oan. Because Capital One authorized MasterCard and Visa to
w t hdraw t he purchase price |ess the applicabl e interchange
anount for every credit card purchase transaction, Capital One
paid an amount | ess than the SRPMfor the credit card | oan. The
di fference between the SRPM and the issue price, the interchange

on the transaction, is therefore properly treated as QO D.
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| ssue 2: The Calculation of OD Under Section 1272(a)(6)(CQ

FI NDI NGS OF FACT

A. Accounti ng Met hods

On August 5, 1997, Congress enacted the Taxpayer Relief Act
of 1997 (TRA), Pub. L. 105-34, sec. 1004, 111 Stat. 911, which
added section 1272(a)(6) (O (iii) to the Code. On Septenber 15,
1999, COB submtted Form 3115, Application for Change in
Accounting Method, by attaching it to petitioners’ consolidated

Federal incone tax return for 1998. Capital One Fin. Corp. V.

Conmi ssioner, 130 T.C. at 149. COB stated on the Form 3115:

Capital One Bank (COB), a donestic corporation

requests perm ssion under Section 12.02 of Rev. Proc.

98-60 to change its method of accounting for interest

and original issue discount that are subject to the

provi sions of Section 1004 of the Tax Relief Act of

1997.
FSB did not submt Form 3115 to respondent requesting perm ssion
to change its accounting nethod to conformto the requirenents of
section 1272(a)(6)(C) (iii) and TRA section 1004.

Neverthel ess, FSB as well as COB treated overlimt fees and
i nterchange as creating or increasing O D under section
1272(a)(6) (C)(iii) on petitioners’ consolidated 1998 and 1999
returns. To calculate the proper amount of O D includable on
their returns, COB and FSB used a conplex formul a devel oped by
the accounting firm KPMG (KPMS nodel ).  After discussing section

1272(a)(6) and the principles behind cal culati ng O D under that
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section for a pool of loans, we will discuss the KPMG nodel in
detail .
B. I ncone and O D Accruals of Overlimt Fees and |Interchange

The follow ng chart shows the fees COB?* earned for book
pur poses (when the fee was charged to the cardholder in the case
of overlimt fees and when the cardhol der’s purchase was settl ed
by the associations in the case of fees for

i nterchange), the

anpunt of COB's related O D included on petitioners’ consolidated
incone tax return, the difference between them and the anmount of

accrued but unrecognized O D carrying over to the follow ng year

Overlimt Fees

Overlimt | ncone
Fee | ncone Recogni zed | Difference: | Unanortized
Taxabl e for book per KPMG Book v. O D Bal. at
Year pur poses Model KPMG Model End of Year
1995 $62, 492, 312 $21, 823, 631 $40, 668, 680 $40, 668, 681
1996 147, 929, 903 71,177,420 76, 752, 482 117, 421, 163
1997 288, 906, 382 192, 694, 592 96, 211, 790 213,632, 953
1998 436, 215, 910 323, 714, 900 112, 501, 010 326, 133, 963
1999 539, 618, 976 488, 702, 655 50, 916, 321 377,050, 283

2"\W& include data with respect to COB only because of our
request permssion to
change its nmethod of accounting for overlimt fee and interchange
income and therefore may not treat such incone as increasing or

hol di ng,

creating AQD.

infra par. A

that FSB di d not
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| nt erchange Fees

A. Accounti ng Met hods

| ncone
Recogni zed Di fference: Unanorti zed
Taxabl e | nt er change per KPMG Book v. O D Bal. at
Year Book | ncone Model KPMG Mbdel End of Year
1995 $76, 425, 718 $26, 786, 819 $49, 638, 899 $49, 638, 899
1996 97, 892, 344 68, 308, 342 29, 584, 002 79, 222,901
1997 109, 487, 559 94,175, 860 15, 311, 699 94, 534, 599
1998 168, 336, 313 126, 972, 006 41, 364, 307 135, 898, 906
1999 298, 347, 199 223, 016, 501 75, 330, 698 211, 229, 604
OPI NI ON

In 1997 Congress added section 1272(a)(6)(C(iii) to allow

t axpayers to change their

i ssue di scount on a pool

1004. Rev.

Proc.

98- 60, app. sec. 12,

of credit card receivabl es.

met hod of accounting to accrue ori gi nal
TRA sec.

1998-2 C. B. 759, 786,

provi ded procedures by which taxpayers could receive “automatic

consent” to change their

card receivables in accordance with section 1272(a)(6)(C)
the revenue procedure,

Form 3115 wth a taxpayer’s return.

1998-2 C. B. at 765, 786.

Qur previous Opinion addressed the parties’

for parti al

met hod of accounting for

|d. sec.

summary judgnment on the issue of whether

pools of credit

Under

automati c consent was achieved by filing

6. 02, app. sec. 12,

Cross-notions

COB and FSB

were permtted to change their treatnment of 1998 and 1999 | ate-

fee incone to the nethod called for

by section
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1272(a)(6) (O (iii). We held that COB, which submtted Form 3115
but did not change its nethod of accounting for late fees in 1998
or 1999, and FSB, which did not submt Form 3115 or change its
met hod of accounting for |late fees, could not retroactively
change their methods of accounting for |ate fees under section

446(e). Capital One Fin. Corp. v. Conmi ssioner, supra at 156-

170.

Respondent argues that because FSB did not submt Form 3115
in 1998 or 1999, requesting to change its method of accounting
for interchange or overlimt fees, it may not now treat those
fees as creating or increasing O D under section
1272(a)(6) (O (iii). As we stated in our prior Opinion:

In the light of the purposes for requiring
notification to the Conm ssioner of a taxpayer’s change
in nmethod of accounting, the Court holds that
petitioners were required to follow all applicable
procedures put in place by respondent in order to
recei ve consent to change their method of accounting
to conmply with section 1272(a)(6) (O (iii). See Rev.
Proc. 98-60, 1998-2 C.B. 759. Failure to follow those
procedures woul d negate autonmatic consent to the
proposed change.

Capital One Fin. Corp. v. Conm ssioner, supra at 158. FSB di d

not follow the applicable procedures to receive consent to change
its method of accounting. Therefore, it may not treat its
relevant credit card receivables as creating or increasing QD

under section 1272(a)(6)(C(iii) in 1998 or 1999.
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B. The Standard of Revi ew

No specific precedent articulates the standard to apply in
determ ning whether a taxpayer’s assunptions used to cal cul ate
the proper amount of O D included in gross incone in a given year
are proper. Although section 1.1272-1(b)(1)(ii) and (4)(iii),
| ncone Tax Regs., provides reasonabl eness standards for conputing
the I ength of accrual periods and the anount of O D allocable to
the initial accrual periods, section 1.1272-1(b)(2)(i), Inconme
Tax Regs., provides that paragraph (b)(1) does not apply to debt
instrunments subject to section 1272(a)(6). However, section
1.671-5(9) (1) (iv)(A(2), Incone Tax Regs., provides that in
cal culating O D under section 1272(a)(6)(C), the trustee of a
wi dely held nortgage trust in certain circunstances “my use any
reasonabl e prepaynent assunption to calculate A D'.?28

Section 1272(a)(6)(B)(iii) requires taxpayers to use a
prepaynent assunption as prescribed by regulations. No such
regul ati ons have been issued. The nodels devel oped by KPMG and
by respondent’s expert call for the use of estimates. Under
t hese circunstances, COB s assunptions and cal cul ations used to
determ ne the anount of O D included in its gross incone wll be

respected so long as the assunptions and cal cul ati ons are

28The regul ation provides trustees of wi dely held nortgage
trusts a safe harbor for reporting OD before the issuance of
final regulations under sec. 1272(a)(6)(CO (iii). No fina
regul ati ons have been issued.
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reasonable. Petitioners and respondent, in their briefs, agree
that a reasonabl eness standard is appropriate. However, the KPMG
nodel may not run afoul of the statutory schene for cal cul ating
the accrual of O D in general nor run afoul of section 1272(a)(6)
in particular.

Respondent al so notes his authority to require a certain
met hod of tax accounting when the taxpayer’s nmethod of accounting

fails to reflect the taxpayer’s income clearly. Thor Power Tool

Co. v. Conm ssioner, 439 U S. 522, 532 (1979); Conm ssioner V.

Hansen, 360 U. S. 446, 467 (1959); see also sec. 1.446-1(a)(2),
| ncone Tax Regs. Section 446 provides in part:
SEC. 446. CGENERAL RULE FOR METHODS OF ACCOUNTI NG
(a) General Rule.--Taxable incone shall be
conput ed under the nethod of accounting on the basis of
whi ch the taxpayer regularly conputes his inconme in
keepi ng hi s books.
(b) Exceptions.--1f no nethod of accounting has
been regularly used by the taxpayer, or if the nethod
used does not clearly reflect incone, the conputation
of taxable inconme shall be made under such nethod as,
in the opinion of the Secretary, does clearly reflect
i ncone.
We generally give deference to the Comm ssioner’s determ nation
that a taxpayer’s nmethod of accounting does not clearly reflect
i ncone. However, if a taxpayer uses a nethod of accounting which
clearly reflects incone, the Comm ssioner is not authorized to
adj ust a taxpayer’s nethod of accounting to a nethod that may

nmore clearly reflect incone.
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Ansl| ey- Sheppar d- Burgess Co. v. Commi ssioner, 104 T.C. 367, 371

(1995); Bay States Gas Co. v. Comm ssioner, 75 T.C 410, 422

(1980), affd. 689 F.2d 1 (1st Cir. 1982); Garth v. Conm ssioner,

56 T.C. 610, 623 (1971).

Where a taxpayer is required to use assunptions and
estimates to conpute the accrual of O D, a reasonabl eness
standard is appropriate. Further, a reasonable nethod of
cal cul ating the accrual of O D under section 1272(a)(6) (O (iii)
wll generally clearly reflect income within the nmeaning of
section 446.

As described below, we find that in sonme respects the KPMG
nmodel does not conply with the O D rules and regul ations. The
met hods used for calculating the accrual of OD nust conply with
those rul es and regqgul ati ons.

C. Section 1272(a)(6) (0O

In the case of (1) any regular interest in a real estate
nortgage i nvestnment conduit (REMC), (2) qualified nortgages held
by a REMC, or (3) any other debt instrunent if paynents under
the instrunent may be accel erated by reason of prepaynents of
ot her obligations securing the instrunent, the daily portion of
the O D on such debt instrunents is determined by taking into
account an assunption regarding the prepaynment of such

instrunments. Sec. 1272(a)(6).
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Section 1272(a)(6)(A) provides:

(A) I'n general.--1n the case of any debt

instrunment to which this paragraph applies, the daily
portion of the original issue discount shall be
determ ned by allocating to each day in any accrual
period its ratable portion of the excess (if any) of--

(1) the sumof (1) the present val ue
det erm ned under subparagraph (B) of all remaining
paynments under the debt instrument as of the cl ose
of such period, and (I1) the paynents during the
accrual period of ampbunts included in the stated
redenption price of the debt instrunment, over

(1i) the adjusted issue price of such debt
i nstrunent at the begi nning of such period.

The conputation is represented by the foll ow ng mat henmati cal

equation: QD, = [Cashflow, + AIP] - AP,

Vher e:

O D, = AOD for the period.

Cashfl ow, = anobunts included in the SRPMreceived in the
current accrual period.

Al P, = present value of all remaining paynments as of the
end of the period or adjusted issue price at the end of
t he peri od.

Al P,, = adjusted issue price at the beginning of the

peri od.

Section 1272(a)(6)(A) requires COB to conpute the present

value of all paynments remaining to be made on its pool of credit

card receivables at the end of the accrual period. Section

1272(a)(6) (B) provides guidance with respect to determ ning the

present val ue:
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(B) Determ nation of present val ue.--For purposes
of subparagraph (A), the present val ue shall be
determ ned on the basis of--

(1) the original yield to maturity

(determ ned on the basis of conpounding at the

cl ose of each accrual period and properly adjusted

for the length of the accrual period),

(1i) events which have occurred before the
cl ose of the accrual period, and

(ii1) a prepaynent assunption determned in
t he manner prescribed by regul ations.

No regul ati ons have been promul gated with respect to the
prepaynent assunption that nust be nmade in valuing credit card
recei vables. The legislative history of the TRA provi des sone
gui dance as to how taxpayers are to calculate O D on a pool of
credit card receivabl es:

if a taxpayer holds a pool of credit card receivables

that require interest to be paid if the borrowers do

not pay their accounts by a specified date, the

t axpayer would be required to accrue interest or O D on

such a pool based on a reasonabl e assunption regarding

the timng of the paynents of the accounts in the

pool. * * *

H. Conf. Rept. 105-220, at 522 (1997), 1997-4 C.B. (Vol.?2)
1457, 1992.

The “timng of the paynents of the accounts in the pool” is
critical because the present value of a future paynent decreases
as the paynent date beconmes nore distant, hence the adage “a
dollar today is worth nore than a dollar in the future.” For

exanpl e, assum ng a 10-percent interest rate, the present val ue

of $100 to be received in 1 year is $90.91. The present val ue of
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$100 to be received in 2 years is $82.65, and so forth. The
present value of a paynent to be received in the future is

represented by the follow ng fornul a:

Present Val ue = Future Val ue

(L+R"
Where: n = the nunber of periods until the paynent is received.
R = interest rate.

D. The KPMG Model

1. The Paynent Rate or Prepayment Assunption

Wth respect to credit card |oans, there is no fixed date by
which a | oan needs to be paid off. Therefore, a prepaynment
assunption under section 1272(a)(6)(B)(iii) is sinmply a paynent
rate. There is a direct correlation between the paynent rate and
the amount of O D to be recognized. The higher the paynent rate,
the nore quickly COB recognizes O D; the | ower the paynent rate,
the nore slowy COB recognizes O D. The KPMG nodel assunes that
the actual cash collected during each period is the best evidence
of the expected future paynent rate.

Under the KPMG nodel, the paynent rate is a fraction where
the nunmerator is cash collections net of finance charges and the
denom nator is the beginning credit card receivabl e bal ance pl us
that nonth’s new additions (excluding finance charges). For
pur poses of conputing OD, COB treats stated finance charges as

“stated interest” and recogni zes such interest as incone
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currently as it is billed to the cardholder. Therefore stated
finance charges are not included in either the nunmerator or the
denom nat or of the paynent rate.? The paynent rate is cal cul ated
using the follow ng fornmula:

Paynents - Stated Finance Charges
CQut st andi ng Bal ance + New Additions

The KPMG nodel uses a constant nonthly paynent rate. For
exanpl e, on a $100 debt with a 10-percent paynment rate, after 1
nont h the outstanding debt will be $90, after 2 nonths it will be
$81, after 3 nonths it will be $72.90, and so forth. In this way
the paynents continue forever with the debt becom ng
infinitesimally small. Assum ng a 10-percent paynent rate, 72
percent of the balance will be paid in 12 nonths, 92 percent in
24 nonths, and 98 percent in 36 nonths.

From 1995 to 1999 the paynent rate for COB s pool of credit
card receivabl es was cal cul ated under the KPMG nodel to be an

average of 8.91 percent.

2Al t hough they di spute the manner in which it should be
done, the parties agree that stated finance charges are stated
i nterest and should be excluded fromthe paynent rate
cal cul ati on.
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COB'S MONTHLY AND AVERAGE PAYMENT RATES

1 2 3 4 5 6 7 8 9 10 11 12 AVG

1995 9.07 9.05 9.73 8.03 8.67 8.35 8.46 8.02 7.21 8.90 8.47 7.66 8.47

1996 9.43 9.51 9.36 9.26 8.34 7.75 8.65 7.58 7.66 7.96 7.34 7.62 8.37

1997 8.16 8.23 8.82 8.01 8.77 8.92 8.59 8.00 8.20 8.58 8.22 8.53 8.42

1998 8.97 8.64 10.02 9.13 8.85 8.92 8.71 9.00 8.35 9.55 8.80 8.30 8.94

1999 8.85 9.39 11.01 9.94 10.72 9.87 10.70 10.54 10.77 10.98 10.68 10.70 10.35

8.91

The paynent rate is critical to the calculation of QD
because it is used to cal cul ate the wei ghted average maturity
(WAM and the yield to maturity (YTM, both of which enter into
the calculation of the present value of future expected paynents.

2. The Wei ghted Average Maturity

In the KPM5 nodel the WAMis the inverse of the paynent rate
and is expressed in nonths. For exanple, the WAM of a pool of
debt instrunents with an expected paynent rate of 10 percent is
10 nonths (1 divided by .1 = 10). |If the paynent rate is 20
percent, the WAMis 5 nonths (1 divided by .2 = 5).

The cal culation of the WAMis a sinplifying assunption in
the present value calculations. |In reality sonme cardhol ders make
paynments on their |loan earlier and sonme |later. The WAMis a
mat hemati cal assunption of a single point at which on average al
cardhol ders will pay off their debt.

Rat her than cal cul ating the present value of each of a

series of unequal periodic paynents of the pool every nonth, the
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KPMS nodel sinplifies the process by using the WAMto limt the
calculation to the present value of one paynent (equal to the
rel evant bal ance of the entire pool) at the WAM  Specifically,
the WAM i s the nunber of periods, or “n” in the present val ue
formula used in the KPMS nodel .

Present Val ue = Future Val ue or Future Val ue
(1 +R" (1 + W™

From 1995 to 1999 the WAM of COB' s pool of credit card
recei vabl es was cal culated to be on average 11.35 nonths and the
average WAM for 1998 and 1999 was 10.46 nonths.

Mont hly and Average WAM

1 2 3 4 5 6 7 8 9 10 11 12 AVG

1995 11.02 11.05 10.28 12.45 11.54 11.98 11.82 12.47 13.87 11.24 11.81 13.06 11.88

1996 10.61 10.51 10.68 10.80 11.99 12.90 11.56 13.20 13.05 12.56 13.63 13.12 12.05

1997 12.25 12.14 11.34 12.48 11.40 11.21 11.64 12.50 12.20 11.65 12.17 11.72 11.89

1998 11.15 11.58 9.98 10.96 11.29 11.21 11.48 11.12 11.98 10.48 11.36 12.05 11.22

1999 11.29 10.65 9.08 10.06 9.33 10.13 9.34 9.49 9.29 9.11 9.36 9.34 9.71

11.35

3. The Yield to Maturity

In the KPM5 nodel, the YTMis calculated using a fornmula in
a Mcrosoft Excel worksheet to derive the interest rate at which
the sum of the net present values of all of the future paynents
is equal to the issue price of the debt pool. The issue price is
t he anobunt of cash advanced by COB as the issuing bank to acquire

the debt. Specifically, the YIMis cal cul ated using the RATE



-66-
function in Excel, which is expressed as follows: RATE = (Nper,
Pnt, PV, FV).

In this formula: (1) Nper is the total nunber of paynent
periods for the |l oan and Nper is equal to the WAM (2) Pm is the
paynment made each period and Pnt equals zero for purposes of this
calculation (there are no nonthly paynents assuned but rather the
entire SRPM (FV)) is considered collected at the WAM (3) PV is
the present value, the total anount that a series of future
paynments is worth at that point and PV equal s Begi nning | ssue
Price (including new additions)/SRPM (including new additions);
and (4) FVis the future value, or a cash bal ance you wish to
attain after the last paynent is made and FV equals 1.

Cal cul ating the YTM assum ng paynent of the SRPM at the WAM
is the mat hemati cal equival ent of any conbi nati on of prepaynment
assunptions that pays off the SRPM over various other periods
with the sane WAM

Wth a YTM and a WAM the KPMS nodel then cal cul ates the
present value of the future paynent stream

4. O D Accrual

Havi ng determ ned a paynent rate, a WAM and a YTM the KPMG
nodel then uses a beginning issue price, an ending issue price,
and principal paynents for every nonth, which are derived from
COB' s financial accounting reports. The beginning issue price is

the issue price of the pool at the beginning of the nonth (the
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SRPM | ess O D accrued for prior periods) plus new additions
during the nonth (new principal). The ending issue price is the
present value of the future cashflow. The principal paynments are
t he actual principal paynents received during the nonth. The
KPMS nodel then determ nes the unadjusted O D accrual for a given
month using the formula: AD, = [Cash flow, + AIP] - Al P,;.

5. An Adjustnent for Witeoffs

The KPMG nodel incorporates a section 166 Schedule M1
adj ustnment for book/tax basis differences in receivables witten
of f by recogni zing an additi onal and proportional anmount of
income to offset the portion of the witeoff expense that had not
been previously accrued in incone.

6. The M d- Month Convention

The KPMG nodel assunes that all charges or | ending
transactions creating the nonthly pool occur on the 15th of the
nmonth. The nodel therefore allocates fourteen-thirtieths of the
O D for each nonthly period to the cal endar nonth of the
cal cul ation and sixteen-thirtieths to the foll ow ng cal endar
nont h.

7. The KPMG Model Tabl e

The follow ng chart shows the KPMS nodel ' s cal cul ati ons of

ODfor overlimt fees for the first 3 nonths of 1999. 30

Fi gures are taken directly from Exhibit 11-J and have not
been adjusted for nmathematical errors.
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KPMG/Rolling Balance OID Calculator
Capital One Financial Corporation (COB)
1999 - Overlimit Fees

Credit Card Fee Pool for Month

OID Created:

(A) Unamortized OID At Beginning of Period (overlimit

fees)
(B) Total New Additions of OID (overlimit fees)

(C) Total OID Before Current Month Amortization

(A+B)

SRPM

(D) SRPM At Beginning of Month

(E) Monthly Principal Addition

(F) Total SRPM After New Addition (D+E)
(G) Total SRPM at End of Month (F-1)

Adjusted Issue Price

(H) Beginning Issue Price (Incl. New Addition (F-C))
Constant Yield (Monthly)
(I Principal Payment

(J) Ending Issue Price (PV of Future Cash Flow)

Reversa of Unamortized OID On Write Offs

(K) Ending Issue Price /SRPM (J/G)
(L) Basis Adjustment Percentage (1-K)
(M) Gross Write Offs

(N) Reversal of Unamortized OID on Write Offs (Basis

Adjustment)

311,048,903

48,238,609

359,287,512

15,572,919,690
1,545,483,606
17,118,403,196

15,602,686,253

16,759,115,684
0.1879921%
1,515,716,943

15,275,211,181

97.90%
2.10%
71,062,684

1,491,490

325,983,582

41,029,513

367,013,095

15,602,686,253
1,220,461,154
16,823,147,407

15,243,211,562

16,456,134,312
0.2073659%
1,579,935,845

14,910,666,283

97.82%
2.18%
68,338,064

1,490,860

331,054,419

43,915,549

374,969,968

15,243,211,562
1,844,061,105
17,087,272,667

15,205,183,121

16,712,302,699
0.2446986%
1,882,089,546

14,871,514,481

97.81%
2.19%
76,530,491

1,679,416
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OID Amortization

(O) OID Amortization (1+J-H)

(P) Reversal of Unamortized OID on Write Offs (Basis

Adjustment)

(Q) Unamortized OID at Ent of Period (C-O-P)

OID Amortization on Calendar Month Basis

(R) Prior Period OID Recognized in Current Calendar

Month

(S) Current Period OID to be Recognized in Next Calendar

Month
(T) Adjusted OID Amor. for Calendar Month (O+R-S)
(U) Unamortized OID at End of Calendar Month (Q+S)

(V) Tax Adj. Inc. Recognized Per Calendar Month (T+P)

E. Respondent’s Argunents Wth Respect to the KPMG Mydel

31,812,440

1,491,490

325,983,582

15,085,059

16,966,634

29,930,865
342,950,217

31,422,355

34,467,816

1,490,860

331,054,419

16,966,634

18,382,835

33,051,615
349,437,254

34,542,475

41,301,328

1,679,416

331,989,224

18,382,835

22,027,375

37,656,788
354,016,599

39,336,204

Respondent argues that the results produced by the KPM5

nodel are unreasonable and do not clearly reflect COB s incone.
Respondent rai ses a nunber of specific issues with respect to the
KPMG nodel and proposes corrections and adj ustnments which

respondent argues are necessary for

refl ect ed.

COB' s incone to be clearly

1. The Monthly Retirenent and Rei ssuance of the Pool ed

Debt | nstrunment

Respondent argues that the formulas and concepts originally

used for accruing OD on REM Cs shoul d apply in sone reasonabl e

fashion to accruals of O D on a poo

of

revolving credit card
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debt. A REMC is a fixed pool of nortgages that pays down as the
under |l yi ng nortgages are thensel ves paid dowmn. O D accruals with
respect to a REMC are typically conputed according to the speed
at which the REM C s entire pool of nortgages pays down over
tinme. See sec. 1272(a)(6)(A) and (B). Unlike a REMC, COB s
credit card |l oan pool is dynamc, wth cardhol ders maki ng
paynments and incurring new principal additions each nonth, and
wi th some cardhol der accounts term nating as others enter the
pool .

Respondent concedes that COB s revol ving pool of credit card
| oans does not fit confortably into the fixed-pool REM C nodel .
Respondent al so concedes that the KPMG nodel seeks to apply
fi xed- pool accounting to a dynam c pool of credit card | oans by
using a 1-nmonth instrunent that is retired and rei ssued, referred
to as the “rolling balance” nmethod. However, respondent argues
that “this notion of a ‘retired’” and ‘reissued debt is the
antithesis of a fixed pool of self-anortizing debt |ike that of a
REM C.” Petitioners find thenmselves in a difficult situation.
Under respondent’s theory, COB should use the fixed-pool
accounting rules applicable to REMCs. However, COB s pool of
loans is not fixed. To try to apply fixed-pool accounting to the
dynam c pool of credit card | oans, COB uses a l-nonth fixed pool
that is retired and reissued at the end of each nonth.

Respondent argues that this nethod is unreasonabl e.
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We ask two questions. First, what authority did COB rely
upon when adopting the retired and rei ssued approach? Second,
what alternative does respondent suggest?

a. COB's Reasons for Adopting the “Retired and
Rei ssued” Approach

To solve the problem of how to apply fixed-pool accounting
to a dynam c pool of |oans, Dennis Nelson, the KPMG part ner
responsi bl e for devel oping the KPMG nodel, | ooked to the QD
regul ations to determne how O D is cal cul ated when a debt
instrunment is nodified or there is a change in circunstance.
Section 1.1272-1(c), Incone Tax Regs., provides rules to
determne the yield and maturity of certain debt instrunents that
provide for an alternative paynent schedul e applicabl e upon the
occurrence of a contingency. “If a contingency * * * actually
occurs or does not occur, contrary to the assunption nade * * *

[ by the taxpayer] then * * * the debt instrunment is treated as
retired and then rei ssued on the date of the change in
circunstances for an anount equal to its adjusted issue price on
that date.” Sec. 1.1272-1(c)(6), Incone Tax Regs. Section
1.1275-2(h), Income Tax Regs., provides rules for debt
instrunments subject to renote and incidental contingencies. If a
change in circunmstance occurs, “the debt instrunent is treated as
retired and then rei ssued on the date of the change in
circunstances for an anount equal to the instrunent’s adjusted

i ssue price on that date.” Sec. 1.1275-2(h)(6)(ii), Incone Tax
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Regs. Simlarly, section 1.1275-2(j), Income Tax Regs., provides
t hat

If the ternms of a debt instrunment are nodified to defer

one or nore paynents, and the nodification does not

cause an exchange under section 1001, then, solely for

pur poses of sections 1272 and 1273, the debt instrunent

is treated as retired and then reissued on the date of

the nodification for an anount equal to the

instrunment’s adjusted issue price on that date. * * *

None of the above-quoted regulations apply directly to a
pool of credit card loans. |In fact, none of the O D regul ations
apply directly to the issue at hand. However, petitioners argue
that these regul ations provide an apt anal ogy, and we agree.

A pool of credit card |loans, the debt instrunment, is
constantly nodified as cardhol ders nmake principal paynents,
charge additional purchases, transfer bal ances, and incur various
types of fees, many of which are contingent and cannot be
anticipated at the tine the loan is nade. The retirenment of a
debt instrunment under the regulations generally results in no
gain or loss but requires the rolling of unanortized ODinto a
new y issued debt instrunment to be taken into account over the

new debt instrument’s anticipated life.

b. Respondent’s Alternative to the “Retired and
Rei ssued” Approach

There are significant practical difficulties in devel oping a
nodel without the retired and rei ssued approach, in other words a

nmodel with static pools. M. Nelson testified:
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in the end, it was an absolute nightmare. They

couldn’t reconcile the results. They didn't know how

to all ocate the paynents. Because in the end, it al

cane down to what paynents should we assign to these

static pools that we created. And they didn’'t have a

good way of being able to assign that. Their results

were totally dependent on how to assune the paynents

were spread anong these static pools. So they created

mount ai ns of work for the client and oursel ves.

Respondent maintains that the nost accurate way to cal cul ate
O D woul d be cardhol der by cardhol der, but concedes that the
sheer nunber of cardhol ders woul d make such cal cul ati ons
burdensone. More inportantly, section 1272(a)(6)(C)(iii) applies
the ODrules to a pool of loans, and there is no authority
suggesting that COB was required to calculate O D individually
for each of its mllions of cardhol ders.

Under the KPMG nodel an accrual of a single itemof O D can
ext end beyond the underlying indebtedness to which the QD
rel ates because the KPMG nodel applies paynents proportionally
across all outstanding debt. Respondent argues that COB nust
track or trace its cardhol der accounts on a first-in, first-out
(FIFO basis so as to match the O D earned with the particular
| oan transaction that gives rise to the OD. Respondent
describes the difference between the parties’ positions:

Petitioners contend that the credit card fees

attributable to specific cardhol der accounts and

accrual periods should be treated, instead, as QD

arising in the aggregate on the constantly changi ng

bal ance of that pool. Petitioners are not troubled by

the prospect that, under the KPMG nodel, a cardhol der

could close his account and transfer his bal ance to
anot her | ender, yet |eave unanortized O D on
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petitioners’ books. Nor are petitioners troubled by
the fact that, under the KPMG nodel, cardhol ders can
transfer balances to petitioner fromother |enders as
to which no OD exists, even though such transactions,
when comm ngl ed with petitioners’ cardhol der | oans on
which there is OD, wll dramatically slow the rate at
which O D is accrued on those ol der accounts and

bal ances that do not have O D.

Respondent denonstrates the problem by providing an
illustration of a single cardhol der who makes a $600 purchase and
incurs a $40 overlinmt fee in nonth 1, then nakes princi pal

paynments and charges new purchases in the foll ow ng nonths.

Mont h 1 2 3 4 5 6 7 8
Bal ance 0 640 600 600 600 600 600 600
Pur chases 600 56 90 90 90 90 90 90
Overlimt 40

Total with 640 696 690 690 690 690 690 690
New Char ges

Paynment s 96 90 90 90 90 90 94
Paynent 0% 15% 15% 15% 15% 15% 15% 15.67%
Rat e

Anorti zed 0 6 5.10 4.34 3. 68 3.13 2. 66 2.36
ab

Unanorti zed 40 34 28. 90 24.57 20. 88 17.75 15. 09 12.72
ab

Respondent argues that because the cardhol der paid a total
of $640 (the ampunt of the original loan plus the overlinmt fee)
COB shoul d recogni ze the entire fee. The effect is to suggest
that a paynent rate of 15 percent translates into an actual
liquidation of the debt in 8 nonths. Essentially, respondent
contends that each paynent should go toward the ol dest debt first

and any O D related to that debt. Respondent has no authority
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for this position other than his argunent that a FlI FO net hod
woul d clearly reflect COB s incone.
Petitioners argue that using a constant paynent rate of 15
percent, the cardholder will still have $241 remaining on the
original debt, or 32 percent of the original debt, and 32 percent

of the OADwIIl remain unanorti zed.

Mont h 1 2 3 4 5 6 7 8
Bal ance 0 640 544 462 393 334 283 241
Pur chases 600

Overlimt 40

Total Wth 640 640 544 462.40 | 393.04 | 334.08 | 283.97 | 241. 38
New Char ges

Payment s 96 81. 60 69. 36 58. 96 50. 11 42. 60 36.21
Paynent 0% 15% 15% 15% 15% 15% 15%
Rat e

Anprtized 0 6 5.10 4. 34 3.68 3.13 2. 66 2.26
ab

Unanorti zed 40 34 28.90 24. 57 20. 88 17.75 15. 09 12. 82
ab

Petitioners argue that the KPMG nodel is thus proportional in
that the cardhol der recognizes O D at the sane rate as the
original debt is repaid.

The KPMG nodel accrues O D on the basis of the actual
paynment rates of COB s cardholders. |If COB s cardhol ders
actually pay off their debts as quickly as the foll ow ng

hypot heti cal suggests, COB woul d recognize O D nore quickly.
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Mont h 1 2 3 4 5 6 7 8

Bal ance 0 640 544 454 364 274 184 94
Pur chases 600

Overlimt 40

Total Wth 640 640 544 454 364 274 184 94
New Char ges

Payment s 96 90 90 90 90 90 94
Payment 0% 15%| 16.54% | 19.82% | 24. 73%| 32.85%| 48. 91% 100%
Rat e

Anprtized 0 6 5.63 5.63 5.63 5.63 5.63 5.85
ab

Unanorti zed 40 34 28. 38 22.75 17. 13 11.50 5.88 0
ab

COB' s cardhol ders, on a pool ed basis, do not pay off their
debts at anywhere near the rates suggested by the hypothetical.
Further, COB s cardhol ders do not pay off a fixed anopunt of
princi pal each nonth on their existing debt because they add new
purchases every nonth and sonme portion of the paynents may apply to
t he new debt.

This is a fundanental difference between the parties.
Respondent views COB s pool of debt as nade up of hundreds of
mllions of |oans made to mllions of cardholders. Petitioners
view the pool as a single debt instrunent. Dr. Hakal a
respondent’s expert, and respondent assune that cardhol ders pay off
a constant anount on their credit card debt in the sanme way that a
debtor pays off a fixed debt. Respondent and Dr. Hakal a assert that
a group of fixed pools may be nore appropriate and would clearly

refl ect incone. However, Dr. Hakal a's nmodels do not use fixed
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pools. Rather, Dr. Hakal a uses a FIFO nethod, 3 and there are
significant problems with it.

The FIFO nethod anortizes ODin a straight line to the WAM so
that all ODis accrued by the WAM This rapidly accelerates the
accrual of O D because an adjusted WAMis required. Dr. Hakal a
rewei ghted the WAMs according to the relative duration of each
nmont h’ s bal ance of unanortized ODin the collective pool of
unanortized OD. Dr. Hakala s adjustnent is designed to match O D
accruals to the actual liquidation of the pertinent debt. However,
he ignores the fact that sone cardhol ders actually nmake princi pal
paynents after the WAM  Mst inportantly, Dr. Hakala's FIFO
adj ust nrent abandons the section 1272(a)(6) formula: QO D, = [ Cash
flow, + AIP] - AIP,,. Dr. Hakala calculates the AOD sinply by
mul ti plying the beginning issue price (including new additions) by
the YTM

Respondent argues that Dr. Hakala's formula for conputing O D
is a close approxi mation of the section 1272(a)(6) forrmula. That
may be true; however, Congress provided the section 1272(a)(6)
formula, and we cannot require COB to use sone other fornula no
matter how simlar to the fornula provided in the Code.

Furthernore, we cannot find a taxpayer’s nmethod of accounting which

3petitioners argue that Dr. Hakala s nethod is not actually
a FIFO nethod. As we find Dr. Hakal a’s nethod unreasonabl e and
at odds with sec. 1272(a)(6), we need not address petitioners’
argunments on this point.



-78-

follows a formula provided by Congress to be unreasonabl e because a
different fornmula may nore clearly reflect the taxpayer’s incone.

We conclude that COB's use of a retired and rei ssued debt
instrument, as provided for in the regul ations under simlar
ci rcunstances, is a reasonable nmethod of inplenenting the formula
provided in section 1272(a)(6) given the inherent difficulties in
appl ying fixed-pool accounting to a dynam c pool of | oans.
Furt hernore, respondent’s adjustnents to this aspect of the KPMG
nodel are unreasonable and at odds with section 1272(a)(6).

2. The I nclusion of New Additions in the Beqginning |ssue
Price

The KPMG nodel uses a begi nning issue price which includes
new car dhol der purchases and ot her charges (additions in the
parl ance of the KPMS nodel). The nane given to this figure by
KPMS is descriptive: “Beginning issue price (including new
additions)”. This figure is derived by subtracting the sumof the
carryover bal ance of unanortized O D and the current nonth’s fee
to be treated as O D from “Total SRPM After New Additions”, which
is the SRPM at the beginning of the accrual period plus new
addi tions. 3 Respondent argues that the use of a beginning issue
price that includes new additions results in an incorrect

determ nation of O D accruals.

32The difference between the Al Pbeg figure respondent
contends nmust be used and the Al Pbeg figure used by the KPMG
nodel is the present value of the current nonth s aggregate new
cardhol der purchases and char ges.
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Section 1272(a)(4) provides:

(4) Adjusted issue price.--For purposes of this
subsection, the adjusted issue price of any debt
instrunment at the begi nning of any accrual period is
the sum of - -

(A) the issue price of such debt instrunent,
pl us

(B) the adjustnments under this subsection to
such issue price for all periods before the first
day of such accrual period.

The parties agree that the additions that occur after the start of
t he accrual period cannot be included in the Al Pbeg figure under
section 1272(a)(4)(B). However, petitioners argue that new

addi tions are included under section 1272(a)(4)(A):

Respondent, however, fails to take into account the
“retired and rei ssued” approach described above.

Appl ying the concept of a nonthly pool that is deened
to be retired and reissued at its adjusted issue price,
the result is a nmonthly rolling pool with the issue
price of the new pool each nonth equal to the adjusted
i ssue price of the prior nonth-end, increased for the
i ssue price of new | oans to cardholders in the poo
prior to the assunmed rei ssue date. In essence, the
clock is “reset” to the beginning of the period every
month. Therefore, the issue price of the newy

rei ssued debt under section 1272(a)(4)(A) (not section
1272(a)(4)(B)) nust include the Additions. Simlarly,
the SRPMis equal to the SRPM at the prior nonth-end,

i ncreased by net new additions to cardhol der accounts
in the pool.

The regul ations petitioners cite as authority for the use of
a retired and reissued instrunent suggest that new additions
shoul d not be included retroactively in the Al Pbeg figure. For
exanpl e, section 1.1272-1(c)(6), Incone Tax Regs., provides that

the debt instrunent is treated as retired and rei ssued on the
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date of the change in circunstances. |In the case of a pool of

credit card | oans, the KPMG nodel retires and rei ssues the debt
instrunment on the first day of every nonth. So on January 1,
1999, the pool of debt instrunents is retired, and the debt
instrunment is reissued for the issue price on that date.
Unanortized ODis rolled over to the next period (January), and
the debt instrunent is then retired and rei ssued on February 1,
1999. The regqgul ations do not provide that at the end of the
period, for exanple January 31, the taxpayer should | ook backward
and reconpute the January 1 issue price on the basis of events

t hat occurred during January.

However, we nust acknow edge the differences between a pool
of debt instrunents and the types of debt instrunents assuned for
pur poses of the regulations. COB s pool of credit card debt is
constantly changing. The regulations posit a single change in
circunstances; i.e., the exercise of an option. Yet COB cannot
reconpute the various conponents of the section 1272(a)(6)
formula constantly. It nust pick a period and calculate the QD
accrual for that period. COB chose to do so nonthly, which is
reasonabl e given the nature of the credit card busi ness.

In support of their positions on this issue, the parties
agai n denonstrate a fundanental difference in the way they view a
credit card loan. Petitioners argue that it is appropriate to

i nclude new additions in the Al Pbeg figure because each credit
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card purchase transaction that occurred in a given nonth was an
outstanding |l oan at the end of nonth. |In petitioners’ viewthe
| oan becones part of the SRPM at the tinme the loan is made (or at
least at the tinme it is settled under the associations’ systens,
usually 1 day later). Therefore, it is appropriate to include
new additions in the issue price for the purpose of calculating
the accrual of QD

Respondent argues that it is inappropriate to include new
addi ti ons because they have not been billed, that is, a statenent
has not been sent to the cardhol der requesting paynent until
later in the current nonth or in the follow ng nonth, and
paynents are not due until 30 days after the issuance of the
st at enent .

Al t hough petitioners argue that new additions are included
in the Al Pbeg figure under section 1272(a)(4)(A), we cannot
i gnore section 1272(a)(4)(B). Subparagraph (B) makes cl ear that
t he begi nning issue price includes only the adjustnents to the
i ssue price included before the first day of the accrual period.
The rei ssuance of the pool of debt instrunents occurs on the
first day of every nonth; i.e., the first day of the accrual
period. It is inappropriate under either section 1272(a)(4)(A)
or (B) toinclude in the issue price the additions that occurred

on or after the first day of the accrual period.
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3. Paynent Rate |ssues

Under the KPMG nodel, the paynent rate is a fraction where
the nunmerator is cash collections net of finance charges and the
denom nator is the beginning credit card receivabl e bal ance pl us
that nonth’s new additions (net of finance charges):

Paynments - Stated finance charges
CQut st andi ng Bal ance + New additions

Respondent raises several issues with respect to the cal cul ation
of the paynent rate.

a. The Denom nat or

Respondent argues that the inclusion of current nonth
cardhol der charges and fees in the calculations used to derive
the paynent rate is inappropriate because those new charges woul d
not have been billed until later in the current nonth or in the
next nmonth, and woul d not have been due until 30 days after the
charges were billed. W agree with respondent on this point.

A sinple exanple helps illustrate the cal culation of the
paynment rate in the KPMG nodel. Assune a cardhol der purchases a
$100 | anp, $40 of gasoline, and $10 of coffee in Novenber, for a
total of $150. |In Decenber the cardhol der charges a $25 haircut,
incurs a $25 overlimt fee, and incurs $10 in stated finance
charges, resulting in a balance of $210. |n Decenber the
cardhol der al so nakes a paynent of $30. Under the KPMG nodel,

t he Decenber paynment rate would be 10 percent ($20 paynent
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(exclusive of finance charges) divided by a $200 bal ance (al so
excl udi ng finance charges)).

In the exanpl e, the cardhol der pays $30 after receiving a
nmont hly statement from COB on Decenber 1. The statenent would
have shown that the cardhol der owed $150. No finance charges
woul d have been billed to the cardhol der because it was possible
he woul d pay his entire balance and i ncur no finance charges.
Therefore, when the cardhol der pays $30, it is toward a $150
bal ance, resulting in a paynent rate of 20 percent. It is
unr easonabl e to conclude that the cardhol der’s Decenber paynent
rate is 10 percent sinply because she incurs new charges when
t hose charges are not yet billed to her.

However, respondent goes even further, arguing that the
addi tions nade after the average statenment date® of the prior
mont h shoul d al so not have been included because those charges
woul d not have been billed until the current nonth. For exanple,
when cal cul ating the Decenber paynent rate, respondent argues
that a charge nade on Novenber 25 should not have been i ncl uded
in the total outstanding bal ance portion of the denom nator. W
di sagree with respondent on this point. Although paynment of the

Novenber 25 charge may not have been due until January, COB woul d

33COB i ssues statenents to its cardhol ders throughout the
mont h, and given that the typical billing cycle is 30 days, the
average nonthly statenent date for all cardholders is the mddle
of the nonth.
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have requested paynent of the debt during Decenber, and it is
appropriate to include it in the denom nator when cal cul ati ng the
paynent rate.
Therefore, the denom nator of the paynent rate fornula
shoul d be the total cardhol der outstandi ng bal ance as of the end
of the previous nonth.

b. The Nuner at or

The nunerator of the paynent rate calculation begins with
the current nonth’s paynents and then subtracts the current
mont h’ s accrued finance charges. Respondent agrees that finance
charges nust be subtracted fromthe paynents, but disagrees as to
whi ch finance charges should be subtracted. The KPMG node
subtracts finance charges accrued during the current nonth.
Essentially, the KPMG nodel applies current nonth paynents
agai nst the current nonth’s accrued, but unbilled, finance
charges. Respondent argues this is unreasonable for the sane
reasons new additions should not be included in the denom nator,
and we agree. It is inappropriate to apply paynents to charges
whi ch have not been bill ed.

Respondent argues that the finance charges which should have
been subtracted are two-thirds of the prior nonth's finance

charges and one-third of the finance charges fromthe nonth
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before that.3** In determ ning the beginning issue price of the
debt instrunment and the denom nator of the paynent rate
calculation, it is appropriate to include all the prior nonth’s
additions to principal whether billed or unbilled as of the first
day of the current nonth because COB will request paynent of

t hose debts during the current nonth. W think it |ogical,
therefore, that current nmonth paynments should first be applied to
finance charges which relate to all the debts included in the
begi nning issue price; i.e., the total outstanding bal ance of the
pool as of the beginning of the accrual period. In other words,
current nonth paynments should first be applied to prior nonth
finance charges, but not current nonth finance charges or finance
charges from 2 nonths previous, before reducing the principal
anmount .

In his calculations Dr. Hakala includes witeoffs in the
nunerator. Witeoffs are those debts COB determ nes are not
collectible. Respondent argues that “a wite-off, practically
speaking, is no different froma paynent of principal in that
bot h reduce outstanding principal balances”. A witeoff,
however, is an anount that is uncollectible, and it is not
equi valent to a paynent. The paynent rate is used to calcul ate

future paynents. Including witeoffs in the cal cul ation

34Respondent al so argues that one-half of the prior nonth
finance charges shoul d be deducted and one-half of the finance
charges fromthe nonth before that.
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anticipates future defaults. The legislative history of section
1272(a) (6) suggests that defaults are not to be estinmated when
determ ning future cashflows. H Conf. Rept. 99-841 (Vol I1), at
I1-238 n.22 (1986), 1986-3 C.B. (Vol.4) 1, 238 (“In conputing the
accrual of AOD (or market discount) on qualified nortgages held
by the REM C, only assunptions about the rate of prepaynents on
such nortgages would be taken into account.” (Enphasis added.)).
We conclude that witeoffs should not be included in the
nurer at or when cal cul ati ng paynent rates.

Therefore, the nunerator of the paynent rate formula should
be the total cardhol der paynents for the current nonth | ess the
finance charges accrued during the prior nonth.

C. O her Publi shed Paynent Rates

Moody’ s I nvestors Services publishes historical credit card
paynent rates showi ng the average perfornmance of various pools of
credit card loans related to credit-card-backed securities. In
addition, Capital One files reports with the Securities and
Exchange Commi ssion and i ssues prospectuses related to its sale
of credit-card-backed securities. Each of these reports includes
i nformati on about the paynent rates of the |oans that backed the

securities.

3%The KPMG nodel deals with witeoffs in a separate
adj ustnent, which we conclude is reasonabl e.
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However, these other published paynent rates are not based
upon the formula set out in section 1272(a)(6) and its related
regul ations. The published paynent rate cal cul ati ons incl ude
paynments of finance charges which are left out of the section
1272(a)(6) formul a because they are considered to be stated
interest. Taking finance charges out of the equation, at |east
in the case of the nunbers reported by Capital One, decreases the
paynment rates by approxinmately 1 percent of principal per period.
For exanple, a paynent rate of 10 percent including finance
charges woul d be approximately 9 percent excluding finance
charges.®* Oher adjustnents were nade in sone cal cul ati ons.
For exanple, sonme of the cal cul ati ons use an average outstanding
princi pal amount for the nonth, rather than the outstanding
anount at the beginning or end of the nonth.

Qur determ nations on these issues are based on section
1272(a)(6) and the related regul ati ons, not on published reports
that use an anal ysis not based in the Code.

4. Dr. Hakala's Default Rate Adjustnent for Overlimt Fees

The KPMS nodel includes a section 166 adjustnent for
book/tax basis differences in receivables witten off every nonth

as reducing the end-of-nonth bal ance of unanortized QO D.

%l n 1999 COB car dhol ders made paynents totaling
$23, 984, 854, 095, and accrued $2,088, 871,186 in finance charges.
In other words, approximately 9 percent of all paynents were
attributable to finance charges.
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Respondent proposes to nodify this witeoff adjustnent for
default rates associated with late fees and overlinmt fees.

Because of our determnation in Capital One Fin. Corp. V.

Commi ssioner, 130 T.C. 147 (2008), late fees are not at issue.

Al though they are not at issue, respondent argues that Dr.

Hakal a’ s anal ysis of the default characteristics of cardhol ders
who incurred overlimt fees depends on his analysis of defaults
associated wth late fees.

Using data from Capital One’s 310 reports, Dr. Hakal a
tracked the proportion of accounts that incurred | ate fees
ultimately witten off within 180 days of being in “non-paynent”
status. Dr. Hakala determ ned how nuch of a late fee is
ultimately paid and how much is witten off. On the basis of
this anal ysis, respondent argues that a greater percentage of the
out standi ng principal in accounts that have incurred late fees is
witten off than in cardhol der accounts generally. Dr. Hakal a
devi sed a default adjustnent for |ate fees, expressed as a factor
of 3.56, whereby the amount of O D recognized in connection with
defaults is increased by a factor of 3.56. Again, late fees are
not at issue, and we need not and do not reach a conclusion as to
whet her Dr. Hakala’s late fee adjustnent is appropriate.

Dr. Hakala was not able to do a simlar analysis with
overlimt fees. Instead, Dr. Hakal a took sanples of Capital

One’ s cardhol der accounts and conpared default rates of accounts
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with late fees versus default rates of accounts with overlimt
fees. Using this sanpling, Dr. Hakal a determ ned that the
default rate for accounts with overlimt fees was about half the
default rate for late fees. Thus, in his corrections to the
accruals of overlimt fees, he used a default factor of 1.78
versus 3.56 for late fees. However, Dr. Hakal a provides
insufficient data to allow us to test his conclusions. It seens
that the 1.78 figure is a ballpark estimte or an educated guess
that is based on the theory that cardhol ders who i ncur overlimt
fees, |ike cardhol ders who incur |ate fees, have a higher rate of
defaul t.

Dr. Hakal a also states that “custonmer accounts that incur
past due and overlimt fees may tend to be slightly slower in
payi ng off principal than the average custoner, and this finding
may noderate the adjustnment.” Dr. Hakala testified that he did
noderate the adjustnent, and therefore his default rate
adj ust nrent was not a 100-percent adjustnent. But Dr. Hakal a does
not explain how or to what extent he noderated the adjustnent.

Put sinply, there is insufficient support for Dr. Hakala's
proposed default rate adjustnent. H's ballpark estinate of the
default rate factor may be correct or it may not. Wthout
supporting data, we cannot conclude that the KPMG nodel was
unreasonable or failed to clearly reflect COB's incone as it

relates to witeoffs. Further, on the record before us we cannot
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conclude that Dr. Hakala s proposed default rate adjustnment would
nmore clearly reflect COB' s incone than did the KPMG nodel

5. Dr. Hakala's Seasonality and Trend Adj ust nment

As part of his adjustnments to the KPMG nodel, Dr. Hakal a
i ncluded a seasonality adjustnment to “snooth out seasonal
fluctuations and to capture the trend in aggregate paynment rates
for forecasting purposes.” For exanple, the adjustnment addresses
the spike in credit card use and dip in paynent rates associ ated
wi th holiday shopping. Dr. Hakala testified that adjustments for
seasonality and trends are standard practice for purposes of
prepaynment assunptions in REMCs. M. Nelson, on the other hand,
testified that seasonality adjustnments are not standard practice
for REM Cs.

Respondent contends that a seasonality adjustnent is
necessary because the paynent rates in sonme nonths were
artificially high and in others artificially low W disagree.
The KPMG nodel calls for cal culating paynent rates each nonth.
Therefore, the process takes into account seasonality effects by
cal cul ating a new paynent rate every nonth. Paynent rates may
have been higher in April and | ower in Decenber, but the KPMG
nodel takes that into account by changing the present val ue of
the debt instrunment as the paynent rates change. W concl ude
that, in this respect, the KPMG nodel is reasonable and clearly

reflected COB s incone.
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F. Concl usion Wth Respect to the Calculation of QD

Al t hough COB may enjoy sone latitude in its nethod of
cal culating the accrual of OD, it may not run afoul of section
1272 and the O D regul ations. W conclude that COB nmay not
i ncl ude new additions, as defined in the KPMG nodel, in the
begi nni ng i ssue price of the nonthly pool of debt instrunents.
Further, COB s cal cul ations of the paynent rate run afoul of
section 1272 by applying paynents first to accrued, but unbill ed,
finance charges. Lastly, the denom nator of the paynent rate
cal cul ation may not include new additions because those additions
were not billed to the cardhol ders and shoul d not have been
included in the beginning issue price. W conclude that, in al
ot her respects, the KPMG nodel is reasonabl e.

| ssue 3: M | esone Rewar ds

FI NDI NGS OF FACT

A. The M| esone Reward Program

In an effort to attract new cardhol ders and to encourage
cardhol ders to use their cards nore often, Capital One issued
M | esone credit cards, Signature M| esone credit cards, and Smal |
Busi ness M| esone credit cards (collectively MIesone cards).
The M| esone cards were typical Visa and MasterCard credit cards
(as described above) except that they all owed a cardhol der to

earn “mles” which could be redeened for airline tickets.
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A M| esone cardhol der paid Capital One an annual nenbership
fee of either $19 or $29. |In exchange for that fee, a M| esone
cardhol der earned 1 mle for every dollar charged on the M| esone
card for purchases. However, a cardholder was limted to 10, 000
mles per billing cycle. Additionally, a cardhol der could earn
up to 3,000 mles by transferring an existing balance froma non-
Capital One credit card account to a M| esone account. A
M | esone cardhol der earned no mles for cash advances, checks, or
fees of any kind, including finance charges.

Capital One provided M| esone cardhol ders with a rewards
schedul e detailing the nunber of mles needed to qualify for the
various airline tickets offered. Once enough mles were
accunul ated, the cardhol der could redeemthe mles for a round-
trip airline ticket purchased by Capital One. The |east
expensive ticket was a round-trip coach ticket within the
cardhol der’s zone (either the eastern, mddle, or western United
States) and required 18,000 mles. |In conparison, a round-trip
coach ticket fromthe United States to Europe required 50, 000
m |l es, and an around-the-world coach ticket required 150, 000
mles. Business class and first class tickets were al so avail able
but required nore mles than simlar coach tickets.

Capital One provided each M| esone cardhol der a quarterly
statenent reflecting the cardholder’s total accunul ated points,

t he nunber of points redeened for airline tickets, and the nunber
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of points due to expire wthin 90 days. Points not redeened
within 5 years of the end of the quarter in which they were
earned expired at that tinme. Points were redeened on a first-in,
first-out basis; i.e., the oldest points were redeened first.
Capital One purchased the airline tickets froma vendor
Each class of ticket was assigned a value. For exanple, a
cardhol der redeem ng 18,000 mles for an in-zone donestic ticket
could request a ticket costing up to $360. A cardhol der
redeem ng 50,000 mles for a United States to Europe ticket could
request a ticket costing up to $1,000. Therefore, Capital One’s
maxi mum potential cost per mle was 2 cents.

B. M | esone Program Costs and Accounti ng

Capital One estimated its cost of redeemng its cardhol ders
mles. The estimtes depended primarily on two variables: (1)
The estinmated rate of future redenptions and (2) the estimted
average cost of redenption. These variables were used to
cal cul ate an accrual rate used to estimate Capital One’'s future
airline ticket redenption costs for financial accounting
pur poses. The accrual rate was a percentage of outstanding
accunul ated M| esone mles at the end of the year.

As of Decenber 31, 1998, M esone cardhol ders had an

out st andi ng accumnul at ed bal ance of 58,370,500 miles.® Capita

%'n 1998 and 1999 Capital One awarded 29, 254,871 and
323,169,272 mles in connection with bal ance transfers and bonus
(continued. . .)
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One estimated that 70 percent of the mles would ultimately be
redeened and that each mle would cost 1.4 cents to redeem
Using these figures, Capital One estimated its future redenption
costs to be $583,411.%® This anpbunt was used as its contingent
reserve for redenption costs on its general |edger for financial
accounti ng purposes and was deducted under section 1.451-4,
| ncone Tax Regs., on petitioners’ consolidated 1998 Federal
income tax return. 3°

As of Decenber 31, 1999, M| esone cardhol ders had an
out st andi ng accunul at ed bal ance of 2,661, 038,279 mles. Capital
One estimated that 80 percent of these mles would be redeened
and that each mle would cost 1.65 cents to redeem Accordingly,
Capital One estimated its future redenption costs to be
$34, 593, 497.4° The difference between that figure and the 1998
figure, $583,411, was the change in the contingent reserve for

future redenption costs. Capital One deducted the difference,

37(. .. conti nued)
mles. The record is not clear about what constituted bonus
ml es.

%W note that the 70 percent and 1.4 cents figures would
result in a slightly higher cost of redenption. W assune the
parties rounded the figures for our benefit. |In any event, the
di screpancy does not appear to bother the parties, and therefore
it does not bother us.

%Capital One actually spent $1,578 and $313,513 to redeem
M| esone mles during 1998 and 1999, respectively.

40Again, the 80 percent and 1.65 cents figures would result
in a slightly higher cost of redenption.
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$34, 010,086, on its general |edger for financial accounting
pur poses. Through an error petitioners neglected to deduct that
anount on their consolidated 1999 Federal inconme tax return.
During the IRS examnation and in its petition to this Court,
Capital One asserted that it was entitled to the deducti on under
section 1.451-4, |Incone Tax Regs.

The actual redenption rates of points earned by cardhol ders
in 1998 and 1999 through their 5-year expiration period were 68
percent and 81 percent, respectively. The actual cost of
redenption was just over 2 cents per mle for points earned in
1998 and 1.59 cents per nile for those earned in 1999. 4

OPI NI ON

A. The H story of Accounting for the Redempti on of Trading
St anps _and Coupons

Whet her a busi ness expense has been incurred so as to
entitle an accrual basis taxpayer to deduct it under section
162(a) is governed by the all events test. United

States v. Anderson, 269 U. S. 422, 441 (1926). In Anderson, the

Suprene Court held that a taxpayer was entitled to deduct from
its 1916 income a tax on profits fromnunitions sales that took
pl ace in 1916. Although the tax woul d not be assessed and
therefore would not fornmally be due until 1917, all the events

had occurred in 1916 to fix the anmbunt of the tax and to

“Petitioners did not explain why the cost of redenption was
nore than the ostensible maxi num payout of 2 cents per mle.
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determ ne the taxpayer’s liability to pay it. The all events
test is now enbodied in section 1.461-1(a)(2), Incone Tax Regs.,
whi ch during the years at issue provided:

Under an accrual nethod of accounting, a liability (as
defined in 8 1.446-1(c)(1)(ii)(B)) is incurred, and
generally is taken into account for Federal incone tax
pur poses, in the taxable year in which all the

events have occurred that establish the fact of the
l[tability, the anount of the liability can be

determ ned with reasonabl e accuracy, and economni c
performance has occurred with respect to the liability.

* * %

See al so sec. 461(h) (providing that the all events test shal
not be treated as net any earlier than when econom c performance

occurs);“ United States v. Gen. Dynanics Corp., 481 U. S. 239,

242-243 (1987).

In 1919 the Conm ssioner carved out an exception to the al
events test, allowing a taxpayer to deduct fromits sales
revenues an estimate of the contingent liabilities incurred with
respect to the redenption of coupons or trading stanps issued
wi th those sal es.

Where a taxpayer, for purposes of pronoting his

busi ness, issues with sales trading stanps or prem um
coupons redeenabl e in nmerchandi se or cash, he should in
conputing the incone fromsuch sales subtract only the
anount received or receivable which will be required
for the redenption of such part of the total issue of
tradi ng stanps or prem um coupons issued during the
taxabl e year as will eventually be presented for

42Sec. 461(h)(5) provides an exception to the general rule
of sec. 461(h), allowing a deduction for a reserve for estinated
expenses if such a deduction is otherw se all owabl e under the
Code.
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redenption. This anount will be determned in the
light of the experience of the taxpayer in his
particul ar business and of other users engaged in
simlar business. * * *

Regs. 45, art. 88 (1919). Ninety years later, the essenti al

el emrents of the exception still remain and are enbodied in
section 1.451-4(a)(1), Inconme Tax Regs., which for the years at
I ssue provided:

| f an accrual nethod taxpayer issues trading stanps or
prem um coupons with sales, or an accrual nethod

t axpayer is engaged in the business of selling trading
stanps or prem um coupons, and such stanps or coupons
are redeemabl e by such taxpayer in nerchandi se, cash
or other property, the taxpayer should, in conputing
the incone from such sal es, subtract from gross
receipts with respect to sales of such stanps or
coupons (or fromgross receipts with respect to sales
with which tradi ng stanps or coupons are issued) an
anount equal to--

(1) The cost to the taxpayer of nerchandi se,
cash, and other property used for redenption in
t he taxabl e year

(ii) Plus the net addition to the provision

for future redenptions during the taxable year (or |ess

the net subtraction fromthe provision for future

redenptions during the taxable year).

The regul ation’s purpose is to match sales revenues wth the
expenses incurred in generating those revenues, and taxpayers are
entitled to a present deduction for only that portion of the
stanps or coupons that they expect to eventually be redeened.

See Mooney Aircraft, Inc. v. United States, 420 F.2d 400, 411

(5th Gr. 1969); Tex. Instrunents, Inc. v. Conm ssioner, T.C

Menmo. 1992- 306.
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Petitioners contend that the mles Capital One issued to its
cardhol ders are coupons issued with sales, that those coupons are
redeemabl e by the cardholders in property, and that therefore it
may subtract fromits gross receipts the estimted cost of
redeem ng those mles. Respondent agrees that the mles are
coupons within the neaning of section 1.451-4, Incone Tax Regs.,
but disagrees that the mles are issued with sales and that
Capital One had gross receipts with respect to sales.

B. The “Wth Sal es” Requirenent

Over the years we have been asked to interpret and apply
section 1.451-4, Incone Tax Regs., and its predecessors. |In

Creanette Co. v. Conm ssioner, 37 B.T.A 216 (1938), the taxpayer

created a programto increase sales of its nmacaroni product. It
i ssued with each carton of its product sold one coupon which was
redeemabl e for certain selected articles of nerchandise. The
Board of Tax Appeals, predecessor to this Court, allowed the

t axpayer to deduct a reasonable estimate of its future cost of
redenption under Regs. 77, art. 335, a predecessor to section

1.451-4, Incone Tax Regs. Creanette Co. v. Conmm Ssioner, supra

at 218. In Brown & WIlianmson Tobacco Corp. v. Conm ssioner, 16

T.C. 432 (1951), to spur sales of its cigarettes, the taxpayer
i ssued coupons with each pack of its cigarettes sold which could

be redeened for nerchandi se or cash. W allowed the taxpayer to
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deduct the reasonable estimate of its future cost of redenption.
|d. at 445-446

In Tex. Instrunents, Inc. v. Conm ssioner, supra, the

t axpayer did not include coupons on the product sold in the sane

way as the taxpayers in Creanette and Brown & Wl lianmson but

rat her placed coupons in stores and i n newspaper and magazi ne
advertisenents. To redeemthe coupon, the consunmer was required
to submt to the taxpayer an original sales receipt and sone

addi tional type of proof of purchase, such as a part of the
product box. The Comm ssioner contended that the taxpayer’s
coupons were nerely advertisenents inducing custoners to purchase
its products and were not issued with sales within the neani ng of
section 1.451-4, Incone Tax Regs. W disagreed and held that,
for purposes of section 1.451-4, Incone Tax Regs., the proofs of
purchase, such as part of the product’s box, functioned as
coupons issued wth sales of the product.

In Tex. Instrunents, there was no dispute that sales took

pl ace. The issue was whet her coupons were issued wth those
sales. |If the coupon, for purposes of section 1.451-4, |ncone
Tax Regs., was the advertisenent, it would not have been issued
wth the sale. The issue in this case is different. Although
respondent argues that the mles were not issued with sales, the
focus of his argunent is that there were no sales with which

coupons coul d be issued.
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Al though nost credit card transactions involve sal es of
goods or services, i.e., a consuner purchases a product froma
mer chant, petitioners do not argue that the nerchant’s sale of
goods to the cardholder is relevant for purposes of section
1.451-4, Inconme Tax Regs. Rather, petitioners argue that when a
cardhol der uses a Ml esone card, Capital One has sold its |ending
services to the cardhol der and issued mles wth that sale.
Respondent concedes that “sales” as used in section 1.451-4,
| ncone Tax Regs., is broad enough to include the sale of services
as well as the sale of goods.

Petitioners argue that we have interpreted the term

“service” to include the | ending of noney. | n Burbank

Li quidating Corp. v. Commi ssioner, 39 T.C. 999 (1963), affd. in
part and revd. in part on other grounds 335 F.2d 125 (9th G
1964), we faced the question of whether a | ender’s nortgage | oans
made in the ordinary course of business were ordinary or capital
assets under section 1221(4).4 W held that the | oans were
“notes receivable acquired for * * * services rendered” and thus
were ordinary, rather than capital assets. 1d. at 1009. W

expl ained that “the business of a savings and | oan conpany coul d
properly be described as ‘rendering the service of nmaking

|l oans.” 1d. at 1009-1010.

43Sec. 1221(4) of the Internal Revenue Code of 1954 excl uded
fromcapital assets: “accounts or notes receivable acquired in
the ordinary course of trade or business for services rendered or
fromthe sale of property”.
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In ENMA v. Conmm ssioner, 100 T.C. 541, 576-578 (1993), we

faced a simlar question with respect to the character of hone
nort gage | oans. However, the |ender had not originated the | oans
but had purchased them on the secondary market. Neverthel ess, we
held that “the actual operation of * * * [the taxpayer’s

busi ness] further supports that it was providing a service in
exchange for the nortgages.” 1d. at 578.

Petitioners argue that these cases indicate that the |ending
of noney is the sale of a service and therefore when Capital One
extends credit to its cardholders, it is selling | ending services
to the cardholder. The argunent is strained. The cases cited by
Capital One and di scussed above are inapplicable to the current
case. Wiether loans in the hands of a |lender are a capital or
ordi nary asset has no bearing on whether Capital One issued its
mles wth sales. In lending its cardhol ders funds, Capital One
provi ded a service, but that service does not transforma | oan
into a sale within the neaning of section 1.451-4, Incone Tax
Regs. The regul ati on enconpasses a sale of services, but it does
not follow that every provision of services is a sale of
servi ces.

A sale requires two parties, a buyer and a seller. See

U C C sec. 2-106(1) (2008); Comm ssioner v. Freihofer, 102 F. 2d

787, 789-790 (3d Cr. 1939) (a “sale” requires parties standing

to each other in the relation of buyer and seller, assent of the
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m nds to the sanme proposition, and passing of consideration),

affg. Geisler v. Conm ssioner, 37 B.T.A 542 (1938). Section

1.451-4, Inconme Tax Regs., allows a seller a current deduction
for estimated future expenses. In a |lending transaction, such as
the extension of credit to a cardhol der, the cardhol der has not
bought | ending services fromthe | ender and the | ender has not
sold |l ending services to the cardholder. |In fact, as argued by
petitioners on the interchange issue, with respect to a credit
card purchase transaction the lender is the buyer, having
purchased a note receivable.

C. G oss Receipts Wth Respect to Sal es

Section 1.451-4(a)(1), Inconme Tax Regs., allows the
deduction of contingent liabilities from“gross receipts with
respect to sales with which trading stanps or coupons are
i ssued”. Section 1.451-4, Incone Tax Regs., contenplates a
scenari o where the expenses are contingent, but the gross
receipts are not. The revenue froma sale is known at the tine
of sale and is the purchase price.

Wth respect to credit card transactions, Capital One
recei ves various types of revenue when it lends noney to its
cardhol ders. The first incone received is frominterchange,
which is a small percentage of the anmount lent. Interchange is

known at the time of sale, but interchange is not a fee for any
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service other than the | ending of noney, and the | ending of noney
is not a sale of a |oan or |ending services.

Capital One receives nmuch of its inconme fromfinance charges
on cardhol der | oans. Finance charges are charged to the
cardhol der only if the cardhol der does not pay the nonthly
bal ance in full within the grace period. A cardhol der may pay
interest wwth respect to the loan for many nonths or even many
years. Simlarly, a cardholder may incur late fees if a tinely
paynment is not made. A late fee may be incurred with respect to
the first bill Capital One sends the cardhol der or with respect
to a bill sent many nonths or years later if the cardhol der has
not repaid the loan in full.

Many ot her variables nay affect the revenues Capital One
receives with respect to its loan to the cardholder. Capital One
may alter interest rates. The cardhol der may default on the
| oan, exceed the credit Iimt and incur an overlimt fee, or
incur an insufficient funds fee if a check paid to Capital One is
not honored by the cardhol der’s bank. Although these revenues
are related to Capital One’s lending to its cardhol ders, they are
not “gross receipts with respect to sales with which * * *
coupons are issued” within the meaning of section 1.451-4(a)(1),
| ncone Tax Regs. Capital One did not issue mles with respect to

the revenues Capital One earned, with the arguabl e exception of
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i nterchange.** Mles were issued only for the anpbunt of the
cardhol der’ s purchase, and a cardhol der earned no mles for
finance charges or any fees incurred. |In short, interest,
i nt erchange, and the various fees a cardhol der may incur are not
sal es revenues, and the purpose of the regulation is to match
sal es revenues with the expenses associated with the sale,

specifically the cost of coupon redenption. Money Aircraft,

Inc. v. United States, 420 F.2d at 411.

D. Conclusion Wth Respect to the M| esone Rewards |ssue

Petitioners argue that deducting Capital One’s estinated
cost of redenption would nost clearly reflect its incone wthout
undue distortion. Wth respect to the M| esone program for book
purposes Capital One estimated its future liability for airline
tickets at $583,411 and $34, 010,086 in 1998 and 1999,
respectively. Respondent agrees that the estinates are
reasonabl e. However, the reasonabl eness of the estimtes and the
econom cs of the M| esone programare irrel evant because the
mles were not issued with sales and therefore, the requirenents
of section 1.451-4, Inconme Tax Regs., have not been net.
Accordingly, the all events test applies, limting Capital One’s

deduction for airline tickets with respect to the M| esone

44The nunber of mles issued had no direct relationship to
t he anobunt of interchange Capital One earned.
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programto those anmobunts which are fixed and known and for which
econom c performance has occurred. %
I n reaching our holdings on all three issues, we have
considered all argunents nade, and to the extent not nentioned,
we conclude that they are noot, irrelevant, or without nerit.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

4°Because we hold that the M| esone coupons were not issued
“Wth sales” as required by sec. 1.451-4, Incone Tax Regs., we
need not address respondent’s alternative argunments that:
Capital One failed to attach the informational statenent required
by sec. 1.451-4(e), Income Tax Regs., explaining howthe future
redenpti on expenses were calculated; the airline tickets were not
“other property”; and the M| esone Programwas inpermssibly
conditional in that Capital One could term nate the program at
any tine.



